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PHARMACYCLICS;, INC.

995 East Arques Avenue
Sunnyvale, California 94085

LR - r o,

November 2, 20006

Dear Stockholder:

* You are cordially invited to attend the Annual Meeting of Stockholders ("Annual Meeting") of Pharmacyclics,
Inc. (the "Company"), which will be held at 12:00 P.M. local time on Frlday, December §, 2006 at the Sheraton Palo
Alto Hotel, 625 El Camino Real, Palo Alto CA'94301. : '

At the Annual Meetmg, you w1ll be asked to consider and vote upon the followmg proposals
T . -} i,
1. the election of six (6) dlrectors to serve until the 2007 annual meetmg or unnl their successors are elected
and quahﬁed
CA2. —‘the amendment of the Company 5 Employee Stock Purchase Plan (the “Purchase Plan™} in order to
increase the total number of shares of common stock authorized for issuance over the term of the
Purchase Plan by an additional 200,000 shares; and
. . Lo b
3. the ratification of the appointment of PrlcewaterhouseCoopers LLP as the Company's independent
registered public accounting firm for the fiscal year ending June 30, 2007.
The enclosed Notice of Annual Meetmg of Stockholders and Proxy Statemcnt more fully describe the details of
the business to be conducted at the Annual Meeting.
Vo ¢ . LERETE B ot :
After careful cons1derat|on the Company s Board of Directors has unammously approved the proposals and’
recommends that you vote IN FAVOR OF each such proposal “ .
oot . IEEE S . $ .
After readmg the Proxy Statement please srgn and promptly return the enclosed proxy card in the )
accompanying postage-paid return envelope. If you later decide to attend the Annual Meenng in person and vote by
ballot, only your vote at the Annual Meeting will be counted. "

Copies of the Pharmacyclics, Inc. 2006 Annual Report to Stockholders and Annual Report on Form 10-K for
the fiscal year ended June 30 2006 are also enclosed. - A Lor

et . RN -

We look- forward to seeing you at the Annual Meeting. I

IR : . . Sincerely, . .

P LI l ', . I"u- 1 4

/s/ RICHARD A. MILLER, M.D.

Richard A. Miller, M.D.
President and Chief Executive Officer

IMPORTANT

Please sign and promptly return the enclosed proxy card.in the accompanying postage-paid
return envelope so'that your shares may,be voted if you are: unableto attend the Annual Meeting,

N T S LT
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PHARMACYCLICS, INC.

NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
December 8, 2006
TO THE STOCKHOLDERS OF PHARMACYCLICS INC.:

[ ' LR
NOTICE IS HEREBY GIVEN that the Annual Meeting of Stockholders ("Annual Meeting") of Pharmacychcs
Inc., a Delaware corporatlon (the "Company™), will be held at 12:00 P.M. local time on Friday, December 8, 2006 at
the Sheraton Palo Alto Hotel, 625 El Cammo Real, Palo Alto, CA 94301, for the following purposes

Lt
4

1. to elect six (6) directors to serve until the 2007 annual meeting or until thelr successors are elected and
- qualiﬁed'
2. to amend the Company’s Employee Stock Purchase Plan (the “Purchase Plan”) in order to increase the

total number of shares of common stock authorized for issuance over the term of the Purchase Plan by
an additional 200, 000 shares; ' : .

3. to ratr'fy the appointment of PricewaterhouseCoopers LLP as the Company's mdependent registered
- public accounting firm for the ﬁscal year ending June 30, 2007 and / MR
4. to transact such other busmess as may properly come before the Annual Meetlng and any ad]oumment-

T or adjoumments thereof..

"

The foregoing items of business are more fully described in the Proxy Statement accompanying this Notice.

* L]

Only stockholders of record at the close of busmess on October 18, 2006 are enmled to receive notlce of and to.
vote at the Annual Meetmg and any adjournment thereof. The stock transfer books of the Company will remain open
" between the record date and the date of the meeting. A list of the stockholders entitled to vote at the Annual Meeting
will be available for inspection atthe Company's principal executive offices at 995 East Arques Avenue, Sunnyvale,
California 940835, for a period of ten (10) days immediately prior to the Annual Meeting. - .

All stockholders are cordially invited to attend the Annual Meeting. However, to assure your representation at
the meeting, please[carefully read the accompanying Proxy Statement, which describes the matters to be voted upon
at the Annual Meetmg Then, please sign and promptly return the enclosed proxy card in the accompanying
postage-paid return’ envelope Should you receive more than one proxy because your shares are registered in
different names and addresses, each proxy should be signed and returned to ensure that all your shares will be voted.
You may revoke your proxy at any time prior to the Annual Meeting. If you decide to attend the Annual Meeting,
and vote by ballot, ,only your vote at the Annual Meeting will be counted. The prompt return of your proxy card will
assist us in preparing for the Annual Meeting. :

Sincerely,

Leiv Lea

! B /s/ LEIV LEA
|
' Secretary

Sunnyvale, California .
November 2, 2006 | '

YOUR VOTE IS \f/ERY IMPORTANT REGARDLESS OF THE NUMBER OF SHARES YOU OWN.

PLEASE READ THE ATTACHED PROXY STATEMENT CAREFULLY. WHETHER OR NOT YOuU.!-

EXPECT TO ATTEND THE ANNUAL MEETING IN PERSON, PLEASE SIGN AND RETURN THE
'ENCLOSED PROXY CARD IN THE ACCOMPANYING ENVELOPE AS PROMPTLY AS POSSIBLE. |

il




PHARMACYCLICS, INC.
-+ ' - 995 East Arques Avenue
' Sun’nyvale,_California 94085
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PROXY STATEMENT L

o

FOR THE ANNUAL MEETING OF STOCKHOLDERS
To Be Held on December 8, 2006

GENERAL INFORMATION FOR STOCKHOLDERS

The enclosed proxy ("Proxy") is solicited on behalf of the Board of Directors (the "Board™) of
Pharmacyelics, Inc., a Delaware corporation (the "Company"), for use at its 2046 Annual Meeting of
Stockholders (the " Annual Meeting") to be held at 12:00 P.M. local time on December 8, 2006, at the
Sheraton Palo Alto Hotel, 625 El Cammo Real Palo Alto, CA 94301 and at any adjournment or

postponement thereof . )

ThlS Proxy Statement and the accompanymg form of Proxy were first mailed to all stockholders
entitled to vote at ‘the Annual Meeting on or about November 2, 2006. ‘

The Company 5 pnncnpal executive offices are located at 9?5 East Arques Avenue Sunnyvale,
California 94085 Its telephone number is (408) 774-0330.

Record Date" and Voting’

Stockhoiders of record at the close of business on October 18, 2006 (the “Record Datc”) are entitied to
notice of and to vote at the Annual Meeting. As of the close of business on the Record Date, there were
21,029,194 shares of the Company's Common Stock (the "Common Stock") outstanding and entitled to
vote. No shares of the Company's preferred stock are outstanding, Each stockholder is entitled to one vote
for each share of Common Stock held by such stockholder as of the Record Date, |

The requlred quorum for the transactlon of business at the ‘Annual Meeting is a majority of the shares
of Common Stock issued and outstandmg on the Record Date. Shares that are voted “FOR,” “AGAINST »
“ABSTAIN” or “WITHHELD FROM” a matter are treated as being present at the meeting for purposes of
establishing a quoruni. Broker non-votes (i.e., the submission of a Proxy by a broker or nominee
specifically indicating the lack of discretionary authority to vote on the matter) are also counted for
purposes of determining the presence of a quorum for the transaction of business. Shares voted “FOR” or
“AGAINST” a particular matter presented to stockholders for approval at the Annual Meeting will be
treated as shares entitled to vote (“Votes Cast™) with respect to such matter. Abstentions also will be
counted towards the tabulation of Votes Cast on proposals presented to the stockholders and will have the
same effect as negatwe votes. Broker non-votes will not be counted for purposes of determining the
number of Votes Cast with respect to the particular proposal on which the broker has expressly not voted.
Accordingly, broker non-votes will not affect the outcome of the voting on a proposal that requires a
majority of the Votes Cast (such as an amendment to, or adoption of, a stock purchase plan).

All votes will be tabulated by the mspector of election appointed for the Annual Meeting, who will
separately tabulate affirmative and negative votes, abstentions and broker non-votes. Stockholders may not
cumulate, votes in the election of directors. If a chmce as to the matters coming before the Annual Meetmg
has been speaﬁed by a stockholder on the Proxy, the shares will be voted accordingly. If a Proxy is
returned to the Company and no choice is specified, the shares will be voted IN FAVOR OF each of the
Company’s nominees for director and IN FAVOR OF the approval of each of the proposals described in
the Notice of Annual Meeting of Stockholders and in this Proxy Statement.




Any stockholder or stockholder's representative who, because of a disability, may need special
assistance or accommodation to allow him or her to'participate at the Annual Meeting may request
reasonable assifstance or accommodation from the Company by contacting Leiv Lea, Vice President,
Finance and Administration and Chief Financial Officer and Secretary, in writing at 995 East Arques
Avenue, Sunnyfvale, California 94085 or by telephone at (408) 774-0330..To provide the Company
sufficient time :to arrange for reasonable assistance, please submit such requests by December 1, 2006.
Revocability o:f Proxies '

|

Any stockholder giving a Proxy pursuant to this solicitation may revoke it at any time prior to the
meeting by ﬁliﬁg with the Secretary of the Company at its principal executive offices at 995 East Arques
Avenue, Sunn)’rvale, California 94085-4521, a wriﬁeﬁ'notiée of such revocation or a duly executed Proxy
bearing a later date, or by attending the Annual Meeting and voting in person.

Selicitation ' ' . oo ’ . L .

The Compfahy will bear the entire cost of this solicitation, including the preparation, assembly, printing
and mailing ofithe Notice of Annual Meeting, this Proxy Statement, the Proxy and any additional
solicitation materials furnished to stockholders. Copies of solicitation materials will be furnished to
brokerage houses, fiduciaries and custodians holding shares in their names that are beneﬁcially’éwned by
others so that they may forward this solicitation material to'such beneficial owners. The Company has
engaged Innisfree M&A Incorporated (“Innisfree”) to provide routine advice and services for Proxy
solicitation. Innisfree will receive approximately $12,500 from the Company for such advice and services.
To assure that quorum will be present in person or by proxy at the Annual Meeting, it may be necessary
for Innisfree, certain officers, directors, employees or other agents of the Company to solicit proxies by
telephone, facs%imile or other means or in person. Except with respect to Innisfree, the Company will not
compensate such individuals for any such services. Except as described above, the Company does not
presently intenrd to solicit proxies other than by mail. vt ’

»
- '
N

Deadline for l%leceipt of Stockholder Proposals . ‘ "7"

The deadl}ne for submitting a stockholder proposal for inclusion in the Company’s proxy ‘statement
and form of proxy for the Company'’s fiscal 2007 annual meeting of stockholders is the close of business on
July 5, 2007. Proposals of stockholders intended to be presented at the Company’s figcal 2007 annual
meeting of stockholders without inclusion of such proposals in the Company’s proxy statement and form of
PIoxy relatingito the meeting must be received by the Company no later than the closé¢ of business on
September 10,! 2007 and no earlier than the close of business on August 10, 2007.

PR

IMPORTANT

b
Please sién and return the enclosed Proxy in the accompanying postage-prepaid envelope as soon
as possible so'that your shares may be voted if you are unable to attend the Annual Meeting.

!

The Company's Annual Report to Stockholders for the fiscal year ended June 30, 2006 (the
" Annual Report”) and the Annual Report on Form 10-K (thé "Form 10-K") for the fiscal year ended
June 30, 2006‘, as filed with the Securities and Exchange Commission (the "SEC"), have been
included with the mailing of the Notice of Annual Meeting and Proxy Statement to all stockholders
entitled to noi:ice of and to vote at the Annual Meeting. Neither the Annual Report nor the
Form 10-K is‘r considered proxy-soliciting material and neither is incorporated into or is a part of this
Proxy Statement. ‘ ' ‘ '

'




MATTERS TO BE CONSIDERED AT THE ANNUAL MEETING
s REY 2
PROPOSAL ONE ELECTION OF DIRECTORS
T . o 1 .k ' .

At the Annual Meeting, a Board of Directors consisting of six (6) members will be elected to serve
until the Company's next Annual Meeting or-until their successors shall have been duly elected and
qualified or until their earlier death, resignation or removal. The independent members of the Board have
selected six (6) nominees, all of whom are current directors of the Company. Each person nominated for

. election has agreed to serve if elected, and the Company has no reason to believe that any nominee will be
unavailable to serve. Unless otherwise instructed, the Proxy holders will vote the Proxies received by them
IN FAVOR OF each of the nominees named below. The six (6) candidates receiving the highest number of
affirmativé votes'of all of the Votes Cast at the Annual Meeting will be elected. If any nominee is unable to
or declines to serve as a director, the Proxies may be voted for a substitute nominee designated by the
Nommatmg and Corporate Governance Committee. As of the date of this Proxy Statement the Board is not

- aware of any nominee who is unable or will decline to serve as a director. .

The Board has determined that all of the director nominees; other than Dr. Miller, are “independent” as
that term is defined in the Nasdaq Marketplace Rules, Dr. Miller is not considered independent because he
is an executive officer of the Company. The Board has further determined that director nominees Miles R.
Gilbumne and James L. Knighton, both of-whom are members of the Company’s Audit Commitiee, satisfy
the more restrictive independence requirements for Audit Committee membeérs set forth in United States
securities laws. See “Board Meeting, ]ndependence and Comrmttees below for further discussion of these
independefice determlnatlons ‘ : :

' 'rl' o . .-, < . o
Vote Requlred and Board Recommendatmn : :
E 1 D o : .

The six (6) nominees receiving the highest niimber of affirmative votes of the shares present in person
or represerited by Proxy and entitled to vote at the Annual Meetmg shall be elected as directors of the
Company o o .

o ¢ i
The Board recommends that stockholders vote IN FAVOR OF the election of each of the
' following nommees to serve as directors of the Company.

1 vy
: . ' f

Information with Respect to Director Nominees

Set forth below is information:regarding the nominees. - '

. Name Age Position(s) with the Company Director Since
Miles R. Gilburne = 55 ‘Director ©o 2000
James L Knighton- - - - 52 Director T 2006
Richard M. Levy, Ph.D.* - ' =~ 68 Director . o . 2000
Richard A Mlller MD. - .55 Director, President and a0 S 1991
A I Chief Exectitive Ofﬁcer
- William R. Rohn <30 83 Director . ) P 2000
Christine A’ White' : 54 ' Director . .. 7 .o * . 2006 .
Business va'per'ience of Director Nominees o to v i

'
:
-

Mr. Gilburne was elected as a Director of the company in March 2000. Mr. Gilburne has been a -
managing member of ZG Ventures, a vénture capital and investment company, since 2000. From February
1995 through December 1999, he was Senior Vice President, Corporate Development for America Online,
Inc., an internet services company. He joined the board of directors of America Online in‘the fall of 1999




and subsequently served as'a member of the board of directors of Time-Warner Inc. until stepping down in
May 2006. Mr. Gilburne is currently-a- member of the board of directors of SRA International, Inc., a
publicly tradéd information technology company, and serves on the boards of several privately held
companies infcluding Revolution Health Group, a company focused on consumer directed health care. He
is also a member of the board of the Foundation for the National Institute of Health. Prior to joining
America Online, Mr. Gilburne was a founding partner of the Silicon Valley office of the law firm of Weil,
Gotshal and I}daﬂges and a founding partner of the Cole Gilburne Fund, an carly stage venture capital fund
focused on information technology. Mr. Gilburne received an A.B. degree from Princeton University and a
law degree from the Harvard Law School. :
Mr. Knighton was elected as a Director of the company in August 2006. Mr. Knighton has served as -
President and co-founder of AvidBiotics Corporation, a private biotechnology company since April 2005.
Mr. Knightor'x served as President/Chief Operating Officer and Chief Financial Officer of Caliper Life
Sciences, Inc. from July 2003 to March 2004. Mr. Knighton originally joined Caliper in September 1999 as
Vice Presider!\t and Chief Financial Officer, was promoted to Executive Vice President in April 2001 and to
President and Chief Financial Officer in July 2002. From October 1998 to September 1999, Mr. Knighton
served as Serflior Vice President and Chief Financial Officer of SUGEN, Inc.; a biotechnology company-
acquired by l?harmacia. From July 1997 to October 1998, Mr. Knighton served as Vice President of
Investor Relations and Corporate Communications at Chiron Corporation, a biotechnology company. .
Mr: Knightorl'l holds a B.S. in Biology from the University of Notre Dame, an M.S. in Genetics from the :
University of Pennsylvania and a M.B.A. from the- Wharton School at the University of Pennsylvania.

H -

Dr, Levy was elected as a Director of the company in June 2000. Dr. Levy retired in February 2006 -
from his posiition as President and Chief Executive Officer of Varian Medical Systems, Inc., a medical
equipment company. Dr. Levy remains Chairman of the Board of Directors of Varian Medical Systems, a
position he has held since February 2003. He served as President and Chief Executive Officer and a
director of VIarian Medical Systems, Inc., since April 1999; and as Executive Vice President of Varian
Associates, Inc., the predecessor company from which Varian Medical Systems, Inc. was spun out, since
1992. Dr. Le:vy also serves on the Board of Directors of Sutter Health, a not-for-profit multi-provider
integrated health care delivery system. Dr. Levy holds a B.A. degree from Dartmouth College and a Ph.D.
in nuclear ch'emistry from the University of California at Berkeley. S

Dr. Miller has served as President, Chief Executive Officer and a Director since he co-founded the
Company in !April 1991, Dr. Miller was a co-founder of IDEC Pharmaceuticals Corporation and from 1984
to February }992 served as Vice President and a director. Dr. Miller also is.a Clinical Professor of
Medicine (Oncology) at Stanford University Medical Center. Dr. Miller received his M.D. from the State
University of New York Medical School and is board certified in both Internal Medicine and Medical
Oncology.

Mr. Rohn was clected as a Director of the company in March 2000. Mr. Rohn retired in January 2005
from his position as the Chief Operating Officer of Biogen Idec Inc., a biopharmaceutical company, a
position he Held since the merger of Biogen, Inc. and IDEC Pharmaceuticals Corporation in November
2003. He ser:ved as the President and Chief Operating Officer of IDEC Pharmaceuticals Corporation from
January 2002 to November 2003. He joined- IDEC in August 1993 as Senior Vice President, Commercial
and Corporate Development and was appointed Senior Vice President, Commercial Operations in April
1996 and Chief Operating Officer in May 1998. From 1984 to 1993, he was employed by Adria . .
Laboratories, most recently as Senior Vice President of Sales and Marketing. Mr. Rohn is currently also a
Director of Elan Corporation, plc, a pharmaceutical company, Metabasis Therapeutics, Inc., a
phannaceuti'cal company, Cerus Corporation, a biotechnology company, and Raven Biotechnologies, a .
private biote'chnology company. Mr. Rohn received a B.A. in Marketing from Michigan State University.

1 i

Dr.-%ilte was elected as a Director of the company.in August 2006. Dr. White retired in June 2005
from her poslition as Senior Vice President, Global Medical Affairs of Biogen Idec Inc., a -
biopharmaceutical company, a position held since the merger of Biogen, Inc. and IDEC-Pharmaceuticals




Corporation in November 2003, She joined IDEC Pharmaceuticals in June 1996 and served as Senior
Director, Oncology and Hematology Clinical Development until June 2000 when she was appointed Vice
President, Oncology and Hematology Clinical Development. [n May 2001;"she was appointed Vice
President, Medical Affairs. From 1994 to June 1996, Dr.:White was Director, Clinica! Oncology Research
at the Sidney Kimmel Cancer Center in San Diego. From 1984 to 1994, Dr, White held various positions at
Scripps Memorial Hospitals, San Diego County, most recently as Chairman, Department of Medicine. Dr,
White is also a director of Arena Pharmaceuticals, Inc.; a biopharmaceutical company. Dr. Whlte holds a
B.A. degree in Biology and M.D. degree, both from the Umver51ty of. Ch1cago : :

There are no family relationships among executive officers or dlrectors of the Company
Board Meetings, Independence and Committees

During the fiscal year ended June 30, 2006, the Board was comprised of six (6) members, Miles R.
Gilburne, Loretta M. Itri, Richard M. Levy, Richard A. Miller, William R. Rohn and Craig C. Taylor. In
August 2006, the Company amended its bylaws to increase the size of the Board from six (6) to eight (8)
members until the date of the Annual Meeting, and announced that James L. Knighton and Christine A.
White had been appointed to the Board. Dr. Itri and Mr. Taylor have decided notto stand for re-election to
the Board. Pursuant to'the COmpany s bylaws, on the date of the annual meeting, the Board will be
automatlcally reduced back to six (6) members. b . .

During the fiscal year ended June 30 2006, the Board held twelve (12) meetmgs During the fiscal
year ended June 30, 2006, all directors attended at least seventy-five percent (75%) of the meetings of the
Board and of the committees on which they served that were held during the period for which they were a
director or committee member, respectively. Although the Company does not have a formal policy
regarding attendance by members of the Board at its Annual Meeting, the Company encourages directors to
attend and historically many of them have done so. To facilitate attendance and reduce travel costs, the
Company usually schedules its Annual Meeting to oceur immediately before or after a periodic meeting of
the Board. All members of the Board attended the annual stockholder meeting in December 2005.

The Board has determined that all of the members of the Board, other than Dr. Miller, are
“independent” as that term is defined in the Nasdaq Marketplace Rules. Dr. Miller is not considered
independent because he is an executive officer of the Company. In addition, the Board has determined that
each member of the Audit Committee also satisfies the independence requirements of Rule 10A-3(b)(1) of
the Securities Exchange Act of 1934, as amended (the “Exchange Act”). The Board has an
Audit Committee, a Compensation Committee and a Nominating and Corporate Governance Committee.
The Board has adopted a charter for each of the three standing committees.

Audir Committee .

The primary purpose of the Audit Committee is to oversee the accounting and financial reporting
processes of the Company and the audits of the financial statements of the Company. The Audit Committee
acts pursuant to a written charter that has been adopted by the Board. A more complete descnptlon of the
powers and responsibilities delegated to the Committee is set forth in the Audit Committee charter. During
the fiscal year ended June 30, 2006, the Audit Committee was comprised of three (3) non-employee
directors, Messrs. Taylor and Gilburne and Dr. Itri. Mr. Taylor served as Chair. The Audit Committee met .
four (4} times during the fiscal year ended June 30, 2006. The Board has determined that all members of
the Audit Committee are “independent™ as that term is defined in Rule 4200(3)(15) of the Nasdaq
Marketplace Rules. The Board has further determmed that Mr. Taylor is an “audit committee financial
expert” as defined by Item 401(h) of Regulation S- K of the Securities Act of 1933, as amended (the
“Securities Act”). In August 2006, Mr. Knighton was appointed to serve as a member of the Audit
Committee. . ‘

i




!
|
|

Compensation Committee
The Com'pensation Committee reviews and approves the Company’s general compensation policies,
sets compensatlon levels for the Company s executive officers and administers the Company’s 2004 Equity
Incentive Award Pian (the #2004 Plan™) and the Employee Stock Purchase Plan. During the fiscal year
ended June’ 30 2006, the Compensation Committee was comprised of two (2) non-employee directors, Dr.
Levy and Mr! | Rohn, Dr. Levy served as Chair. The Compensation Committee met one (1) time during the
fiscal year ended June 30, 2006. The Board has determined that all of the members of the Compensation
Committee are “independent” as defined in the Nasdaq Marketplace Rules. In August 2006, Dr. White was
appointed to serve as a member of the Compensation Committee.
| :
Nominat;'ng and Corporate Governance Committee

The Nominating and Corporate Governance (“NCG”) Committee establishes qualification standards
for Board melmbershlp, identifies qualified individuals for Board membership and considers and
recommends Idlrector nominees for approval by the Board and the stockholders. The NCG Committee
has adopted a written charter that is available on the Company’s website at www.pharmacyclics.com. The
NCG Committee considers suggestions from many sources, including stockholders, regarding possible
candidates fdr director. The NCG Committee also takes a leadership role in shaping the corporate
governance of the Company. During the fiscal year ended June 30, 2006, the NCG Committee was
comprised of all five (5) non-employee directors, Mr. Gilburne, Mr. Taylor, Mr. Rohn, Dr. Levy and Dr.
Itri. Mr. Gllbume serves as Chair. During the fiscal year ended June 30, 2006, the NCG Committee met
wo (2) tlrnes ‘The Board has determined that each of the members of the NCG is “independent” as defined
in the Nasdaq Marketplace Rules. ’

Director Nopunatmn and Communication with Directors

L '
Crireria!for Nomination to the Board
1

In evaluiating director nominees, the NCG Committee considers the following factors:

o the! approprlate size of the Board,

s . the level of technical; scientific, operational, strategic and/or economic knowledge of the .
Corlnpany s business and industry;
experience at the senior executive or board level of a public company;
integrity and commitment to the highest ethical standards;

o  whether the candidate possesses complimentary skills and background with respect to other
Board members; and .

e the ability to'devote a sufficient amount of time to carry out the duties and responsibilities as
a director.

"The ob_|ect1ve of the NCG Committee is to structure a Board that brings to the Company a variety of
skills and perspectives developed through high-quality business and professional experience. In doing so,
the NCG Committee also considers candidates with appropriate non-business backgrounds. Other than the
foregoing, there are no stated minimum criteria for director nominees. The NCG Committee-may, however,
consider surﬁ:h other factors as lt deems are in the best mterests of the Company and its stockholders.

The NCG Committee identifies nominees by first evaluating the current members of the Board willing
to continug m service. Current members of the Board with skills and experience that are reievant to the
Company’s, Ibusiness and who are willing to continue in service are considered for re-nomination, balancmg
the value ofl' continuity of service by existing members of the Board with that of obtaining new
perspectives. If any member of the Board does not wish to continue in service, or if the NCG Committee
decides notfto nominate a member for re-election, the Committee will identify the desired skills and
experience ;of a new nominee as outlined above, providing that the Board determines to fill the vacancy.

i
* 6




To date, the Company has not engaged a third party to identify or evaluate or assist in identifying potential
nominees, although the Company reserves the right to do so in the future.

Stockholder Proposals for Nominees o vt R

The NCG Committee will consider proposed nominees whose names are-submitted to it by
stackholders, providing that the stockholder has held Company stock at least one (1) year and holds a
minimum of 1% of the Company’s outstanding voting securities. If a stockholder wishes to suggest a
proposed name for consideration, he or she must follow our procedures regarding the submission of
stockholder proposals. Our amended and restated bylaws permit stockholders to nominate directors for
election at our annual meeting of stockholders as long as stockholders provide the Company with proper
notice of such nomination. Any noticeé of director nomination must meet all of the requirements contained
in our bylaws and include other information required pursuant to Regulation 14A under the Securities
Exchange Act of 1934, as amended (the “Exchange’ Act”), including the nominee’s consent to serve as a
director. Stockholders may send recommendations for director nominees or other communications to the
Board or any individual director c/o Secretary, Pharmacyelics, Inc., 995 -East Arques Avenue, Sunnyvale,
California, 94085, All communications received are reported to the Board or the individual directors, as
appropriate. For any stockholder to make a director nomination at next year’s annual meeting, the
stockholder must follow the procedures described in this Proxy Statement under “Deadline for Receipt of
Stockholder Proposals.” o ‘ o :

[

Code of Ethics s . 3 . PR

The Board has also adopted a formal code of conduct that-applies to all of our employees, officers and
directors. You can access the latest copy of our Code of Business: Conduct and Ethics in the Investors
section of our website at www . pharmacyclics.com. C Lo

' AR i
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’ . PROPOSAL TWO
APPROVAL OF THE AMENDMENT OF THE EMPLOYEE STOCK PURCHASE PLAN
o i 7 e

Stockholpers are requested in this Proposal Two to approve an amendment to our Employee Stock
" Purchase Plan that will increase the maximum number of shares 'watlable for issuance under the Purchase
Plan by an adldltlonal 200,000 shares

The amendment was adopted by the Board on Augttst 8, 20006, Sl.lb_]eC[ to stockholder approval at the -
Annual Meetlmg The Board believes that the increase in the.share reserve is necessary in order to enable
the Company to continue a program of stock ownership for the Company’s employees and to provide them
with a meanmgful opportunity to acquire an equity interest in the Company and thereby encourage such
individuals to remain in the Company 5 servrce and more closely aligntheir interests with those of the
stockholders o S .

LI Y .

Prior to the amendment, we reserved an aggregate of 500,000 shares of our Common Stock for
issuance under the Purchase Plan and all such shares were approved by our stockholders. As of
September 30 2006, a total of 380,862 shares had been issued under the Purchase Plan and 119,138 shares
were avallable for future issuance (not including the 200,000 share increase). .

l

Stockho]ders are requested in this proposal to-approve the amendment of the Purchase Plan. The
affirmative vlote of the holders of a majority of the shares present in person or represented by Proxy and
entitled to vote at the Annual Meeting will be required to approve the amendment of the Purchase Plan.
Abstentions p/lll be counted towards the tabulation of Votes Cast and will have the same effect as negative
votes. Broker non-votes are counted towards a quorum, but are not counted for any purposes in determining
whether this;matter has been approved.

|

Vote Required and Board Recommendation

The afﬁrmatwe vote of a majority of the votes present in person or represented by proxy and entitled to
vote on this proposal at the Annual Meeting is required for approval of the amendment of the Purchase
Plan.

The Board of Directors recommends that the stockholders vote IN FAVOR OF the amendment
of the Purchase Plan.

I . . i
A summary of the key features of the Purchase Plan, as amended through August 8, 2006, is outlined

below. This summary is not a complete description of all the provisions of the Purchase Plan and is
therefore qu'aliﬁed by reference to the Purchase Plan. Any stockholder of the Company who wishes to

obtain a cop'y of the actual Purchase Plan document may do so upon written request to the Secretary of the
Company at the Company’s pr1nc1pal ofﬁces in Sunnyvale, California.

L

Purpose

The Purchase Plan allows the Company to provide employees with the opportunity to acquire an equity
interest in the Company. The Board believes that equity incentives are a significant factor in attracting and
motivating eligible persons whose present and potential contributions are important to the Company.

|
The rights to purchase common stock granted under the Purchase Plan are intended to qualify as
options 1ssued under an “employee stock purchase plan” as that term is defined in Section 423 (b} of the

Internal Revenue Code.
i

|




Administrntion

The Purchase Plan is administered by the Compensation Committee of the Board. Such committee, as
Plan Administrator, will have full authority to’adopt such rules and procedires .as it may deem necessary
for proper. plan administration and to interpret the provisions of the Purchase Plan. All costs and expenses
- incurred in plan administration will be paid by the Company without charge to participants.

Offering Periods and Purchase Periods

The Purchase Plan is comprised of a series of successive offering periods, each with a maximum
duration (not to exceed twenty-four-(24) months) designated by the Plan Administrator prior to the start
date. The current offering period began on November 1, 2005 and will end on Oclober 31, 2007 and the
next offering period is scheduled to commence on November 1, 2007. :

Shares will be purchased during the offering period at successive semi-annual intervals.  Each such
interval will constitute a purchase period, Purchase periods under the Purchase Plan will begin on the first
business day in May and November each year and end on the last business day in the immediately
succeeding October and April, respectively, each year. The current purchase period began on April 1, 2006
and will end on October 31, 2006.

Eligibility
’ Lt - : . .

Any individual who customarily works more than twenty (20) hours per week for more than five (5)
months per calendar year in the employ of the Company or any participating affiliate will become eligible
to participate- in an offering period on the start date of any purchase period (within that offering period).
The date such individual enters the offering period will be designated his or her entry date for purposes of
that offering period.

' Participating affiliates include any parent or subsidiary corporations of the Company, whether now
existing or hereafter organized, that elect, with the approval of the Plan Administrator, to extend the
benefits of the Purchase Plan to their eligiblc employees.

As of September 30, 2006, approx1mately 115 employees including 5 executive officers, were
eligible to participate in the Purchase Plan.

Purchase Provisions

Each participant will be granted a separate purchase right for each offering period in which he or
she participates. The purchase right will be granted on his or her entry date into that offering period and
will be automatically exercised on the last business day of each purchase peried within that offering period
on which he or she remains an eligible employee.

Each participant may authorize period payroll deductions in any multiple of 1% of his'or her total
cash earnings per pay period, up to a maximum of ten percent {10%).

On the last business day of each purchase period, the accumulated payroll.deductions of each
participant will automatically be applied to the purchase of whole shares of Common Stock at the purchase
price in effect for the participant for that purchase period. However, the maximum number ‘of shares of
Common Stock a participant may purchase on any purchase date is 1,000 shares.

0

Purchase Price




The purchase price per share at which Common Stock will be purchased by the participant on ¢ach
purchase daté within the offering period will be equal to eighty-five percent (85%) of the lower of (1) the
fair market v'aluc per share of Common Stock on the participant's entry date into that offering period or (ii)
the fair market value per share of Common Stock on that purchase date. However, for each participant
whose entry gate is other than the start date of the offering period, the clause (i) amount will not be less
than the fair market value per share of Common Stock on the start date of that offering period.

Valuation

The!fair market value per share of Common Stock on any relevaht date will be deemed equal to
the closing sellmg price per share on such date on the NASDAQ Stock Market LLC. On September 29,
2006, the closmg selling price per share of Common Stock on NASDAQ was $4.86 per share.

Special Limftations

The Purchase Plan imposes certain limitations upon a participant's rights to acquire Common
Stock, mcludmg the following limitations:

(i) No purchase right may be granted to any individual who owns stock (including stock
purchasable under any outstanding purchase rights} possessing 5% or more of the total combined
votmg power or value of all classes of stock of the Company of any of its afﬁllates and

! (iiy No purchase nght granted to a participant may permit such individual to purchase
Common Stock at a rate greater than $25,000 worth of such Common Stock (valued at the time
such purchase right is granted) for each calendar year the purchase right remains outstanding at
any time. Co

Termination of Purchase Rights

The purchase right will immediately terminate upon the participant's loss of eligible employee
status or upon his or her affirmative withdrawal from the offering period. The payroll deductions collected
for the purchase period in which the purchase right terminates may, at the participant's election, be
1mrnedlately refunded or applied to the purchase of Common Stock at the end of that purchase period. .

Stockholder Rights

Nc»I participant will have any stockholder rights with respect to the shares of Common Stock
covered by his or her purchase right until the shares are actually purchased by the pamcnpant No
adjustment will be made for dividends, distributions or other rights for which the record date is pl'lOl' to the
date of such purchase.

Assignability

No purchase right will be assignable or transferable other than in connection with the participant's
death and wnll be exercisable only by the participant during his or her l1fet1me

Ef[ect of Acquisitidn of the Company

Should the Company be acquired by merger or asset sale durmg an offering period, all outstanding
purchase nghts will automatically be exercised immediately prior to the effective date of such acquisition.
The purchase price will be 85% of the lower of (i) the fair market value per share of Common Stock on the
participant’s entry date into that offering period or (ii) the fair market value per share of Common Stock
immediately prior to such acquisition. However, the clause (i) amount will not, for any participant whose

10
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entry date for the offering period is other:than the start date of that offering penod be less than the fair
market value per share of Common Stock on such start date. V. L
Amendment and Term_ination of the Purchase Plan C .

R L - e, . . L Ty

. The Purchase Plan will terminate upon the earliest to occur of (i) the date on which all available
shares are issued or (ii) the date on which all: outstandmg purchase rights are exercised in connection with
an acquisition of the Company. . 3

1 1 ‘4 . N . i . . .

The Board of Directors may éy any time alter, suspend or discontinue the Purchase Plan. However,
the Board of Directors may not, without stockholder approval, (i) materially increase the number of shares
issuable ‘under the Purchase Plan or the number purchasable per participant on any one purchase date,
except in connection with certain changes in the Company's capital structure; (ii) alter the purchase price
formula so as to reduce the-purchase price, (iii) materially increase the benefits accruing to participants or
(iv) materially medify the requirements for eligibility to participate in the Purchase Plan,

Stock Issuances . T . .

ol KN SR A % A

The table below shows, as to each of the executive officers named in the Summary Compensation
Table elsewhere in this Proxy Statement and the various indicated groups, the following information with
respect to transactions under the Purchase Plan effected during the period from July 1, 2005 to September
30, 2006: (i) the number of shares of Common Stock purchased under the Purchase Plan during that period
and (ii) the weighted average purchase price paid per share of Common Stock in connection with such
purchases.

. Weighted
Number of Average
. Shares Purchase
Name of Individual or Identity of Group angd Position Purchased Price
Rlchard A. Miller, M.D. ..o eeeeemeenenrete et sttt - -
Geoffrey Cooper, Ph.D. ........... et et eee e e e e e e e b s bsessebaenee 1,000 $4.14
Markus F. Renschler, M.D. "o — —
Timothy G. WHILIEDN ..coooviviiiviiiirineen e crmseernenenns 2,000 $4.53
Leiv Lea ..oooeeeeeeeeeeeeeeeereeeeeeeenn et ereee e venae e 2,000 $4.53
All current executive officers as a group (5 persons) ........... 6,823 $4.60

All employees as a group (97 PeErsons).....ccoeeeevreerernerinneens 82,851 . $4.73
Federal Tax Consequences

Rights granted under the Purchase Plan are intended to qualify for favorable federal income tax
treatment associated with rights granted under an employee stock purchase plan that qualifies under the
provisions of Section 423 of the Internal Revenue Code. .

A participant will be taxed on amounts withheld for the purchase of shares of common stock as if
such amounts were actually received. Other than this, no income will be taxable to a participant until
disposition of the acquired shares, and the method of taxation will depend upon the holdmg period of the
acquired shares.

1f the stock is disposed of at least two years after the beginning of the offering period and at least
one year after the stock is transferred to the participant, then the lesser of (i) the excess of the fair market
value of the stock at the time of such disposition over the exercise price or (ii) 15% of the fair market value
of the stock as of the beginning of the offering period will be treated as ordinary income. Any further gain

1
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or any loss w1ll be taxed as a long-term capital gain or loss. Such capital gains currently are generally
subject to lower tax rates than ordmary income. - " .

If the [stock is sold or disposed of before the expiration of either of the holding periods described
above, then the excess of the fair market value of the stock on the exercise date over the exercise price will
be treated as ordmary income at the time of such disposition. The balance of any gain will be treated as a

|
capital gain. Even if the stock is later disposed of for less than its fair. market value on the exercise date, the
same amount of ordinary income is attributed to the participant, and a capital loss is recognized equal to the
difference between the sales price and the fair markeét value of the stock on such exercise date. Any capital
gain or loss will be short-term or long—term depending on how long the stock has been held

There are no federal income tax Consequences to the Company by reason of the grant or exercise
of rights under;the Purchase Plan. The Company is entitled to a deductionito the extent amounts are taxed
as ordinary i income toa partlclpant (subject to the requirement of reasonableness and the satisfaction of tax
reporting obhgatlons) . : . . e :

The foregomg is only a brief summary of the effect of U.S. federal income taxation opon the
participant aqd the Company with respect to the issuance and exercise of options under the Purchase
Plan. It does: not purport to be complete, and does not discuss the tax consequences of a participant’s
death or the income tax laws of any mumcxpallty, state or foreign country in which the partlclpant
may reside, . 0 ot :

Nt s .
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PROPOSAL THREE — RATIFICATION OF SELECTION
OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Audit Committee of the Board has selected the firm of PricewaterhouseCoopers LLP as the
Company’s independent registered public accounting firm for the fiscal year ending June 30, 2007, and has
further directed that management submit the selection of the independent registered public accounting firm
for ratification by the stockholders at the. Annual Meeting. PricewaterhouseCoopers LLP has audited the
Company’s financial statements since 1993. A representative of PricewaterhouseCoopers LLP is expected
to be present at the Annual Meeting to respond to appropriate questions, and will be given the opportunity
to make a statement if he or she so desires,

Stockholder ratification of the selection of PricewaterhouseCoopers LLP as the Company’s
independent registered public accounting firm is not required by law or the Company’s bylaws or
otherwise. However, the Board is submitting the selection of PricewaterhouseCoopers LLP to the
stockholders for ratification as a matter of good corporate practice. In the event the stockholders fail to
ratify the appointment, the Audit Committee of the Board will reconsider its selection. Even if the selection
is ratified, the Audit Committee and the Board in their discretion may direct the appointment of a different
independent registered public accounting firm at any time during the year if they determine that such a
change would be in the best interests of the Company and its stockholders.

Independent Registered Public Accounting Firm Fees

The following table sets forth the aggregate fees billed or to be billed by PricewaterhouseCoopers LLP
for the following services during fiscal 2006 and 2005:

Fiscal 2006 - Fiscal 2005
Audit fees $263,900 $260,800
Audit-related fees — —
Tax fees $18,500 $ 16,960
All other fees — —
Total $282,400 $277,760

In the above table, “audit fees” for professional services for the audit of the Company’s financial
statements included in its Annual Report on Form 10-K for the years ended June 30, 2006 and 2005, and
review of financial statements included in its quarterly reports on Form 10-Q and for services that are
normally provided in connection with statutory and regulatory filings. “Tax fees” are fees for tax
compliance, tax advice and tax planning. All fees described above were approved by the Audit Committee.

Pre-Approval Policy and Procedures

In accordance with the Audit Commiitee charter, the Audit Committee’s policy is to pre-approve all
audit and non-audit services provided by the independent registered public accounting firm, including the
estimated fees and other terms of any such engagement. These services may include audit services,
audit-related services, tax services and other services. Any pre-approval is detailed as to the particular
service or category of services. The Audit Committee may elect to delegate pre-approvai authority to one or
more designated Committee members in accordance with its charter. The Audit Committee has delegated to
Mr. Taylor the ability to pre-approve certain audit and non-audit services. The Audit Committee considers
whether such audit or non-audit services are consistent with the SEC’s rules on auditor independence. The
Audit Committee has considered whether the provision of the services noted above is compatible with
maintaining PricewaterhouseCoopers LLP’s independence.

13




Vote Required and Board Recommendation
l - )
The affi rmatwe vote of a majority of the votés present in person or represented by proxy and entitled to
vote at the Annual Meeting is requlred to ratify the selection of PncewaterhouseCoopers LLP
+ The ]}oard recommends that the stockholders vote IN FAVOR OF the ratlf cation of the -
selection of PricewaterhouseCoopers LLP to serve as the Company's independent registered - .
public accounting firm for the fiscal year ending June 30, 2007.
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L e e SECUR]TY OWNERSHIFP OF CERTAIN BENEFICIAL OWNERS 1
I A ; AND MANAGEMENT

K v

The followmg table sets forth certain information regardmg the beneﬁc:al ownershlp of the Company’s
Common Stock as of September 30, 2006, by: (i) each stockholder who, based on publicly available
records, is’known by.the Company to own beneficially more than five percent (5%) of the Company’s
Common Stock; (#i) each current director; (iil) each executive officer named in the “Summary
Compensation Table” below (the “Named Executive Officers”™); and (iv) all directors and executive officers

of.the.Company as a group. The address for each director and executive officer listed in the table below is
clo: Pharmacycllcs Inc,, 995 East Arques Avenue Sunnyvale Callfomla 94085 -

e 1l i
Beneﬁein! Ownership np__ .-t
Shares Issuable
ooy \ , . . B 4 . . Pursuant to Options
ot e Cotee T T e ) ' Vested and '
o . . Exercisable Within Percent of
Qutstanding Shares 60 Days of Total Shares
Name . . _ of Common Stock September 30, 2006 Qutstanding
RobertW Duggan (2) SRS N 2,904,938 - . : 13.8%
Federated Investors Inc (3) e : ...::....t...'::::._.,.' o r2;{5%55;400" i -, S 128%
Primecap Management Company (3)......:. ............... o LI9SIS0 cpn e - -, 0 5.7%
Richard A. Mlller M D. (4) e " 316,798 o 792,049 5.1%
(S T a4 : B,
Craig C. Taylor (5) .................................................. 97,143 54,375 *
Richard M: Levy, Ph.D. (6) .5 01 1000 770 " 46972 0 *
Miles R. Gilburne ........ccoeveeveicerccrerncnsrereenconns 90,000 73,188 *
William R. ROMN .....coovrrevriinnnciinieneereseeens oo .- - -70,080 .
Loretta M, 6, MD. _iovevvommnmsogsssssspsogersinsen R 46972 »
Jameé’l(nighton AP RN TON IO ASY: SOOI eooe b b *
Christine W'lute J“ ..... . . . ' - L.
Geoffrey Cooper, Ph Dt i e b - C e s >
TIMOthY WRIEN .o eceoooeeeoeoeoereeeeeeesreeeeeesss s 7,216 R ’ .
Leiv Lea (7) SRRLI SRR LEE | RRUNEN e S U S . 12,893 . 331463 - . 1.6%
Markus F. Renschler MD ..... — T ' . T 1,394 260,458 .1.2%'
All current: execunve of’ﬁcers and dlrectors asa“. .. C e
ErOupP (12 PEISONS) ....coocevireereererrererererersememeseeeeseren: 523,702 2,144,184 11.5%
* Less than 1%. e ¢

(1) Beneficial ownership is determined in accordance with the rules of the SEC and generally includes
voting or investment power with respect to securities. Beneficial ownership also includes shares of
stock subject to options and warrants currently exercisable or convertible, or exercisable or .

»» rconvertible within sixty (60) days of the September 30, 2006 date of this table, Except as indicated
by footnote, and subject to community property laws where applicable, to the knowledge of the
Company, all persons named in the tabie above have sole voting and investment power with

- respect to all shares of Common Stock shown as-beneficially owned by such holders. The '

~ percentages of beneficial ownership are based on 21,029,194 shares of Common Stock
-outstanding as of September.30,.2006, adjusted as required by rules promulgated by the
Commission. For purposes of computing the percentage of outstanding shares held by each person
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or group of persons named above on a given date, any shares which such person or persons has the
right to acquire within sixty (60) days after such date are deemed to be outstanding, but are not
deemed to be outstanding for the purpose of computmg the percentage ownership of any other
person " , . S - C o

(2) Denved from mformatlon froma Form 4 ﬁled on September 21 2006. The add:ess for Robert W..
Duggan is 1933 Chff Drive, STE 30, Santa Barbara CA 93107 . we

3) Derw'ed from mformatron from a Form 13F filed for the quarter ended June-30, 2006 vThe address
for Federated Investors Inc. is Federated Investors Tower, 1001 Liberty Avenue, Pittsburgh PA
15222 The address for Primecap Management Company is 225 South Lake Ave, STE 400,

. Pasadena CA 9] 10] .on -

4) Includes 13, 334 13,334 and 290,130 shares held in trust for Jordan Andrew Mrller Jared David
' Mrller and the Mrller-Hornmg Trust respectwely

(5) lncludes 75,076 shares held by Mr Taylor 16,667 shares held by AMC Partners *89-L.P;;of ~ -
which Mr. Taylor is a general partner, 2,700 shares held by Mr. Taylor’s son and 2,700 shares
held by Mr. Taylor’s daughter. Mr.-Taylor disclaims beneficial ownership of the shares held by, his
chrldren and of the shares held by AMC Partners *89 L.P.,'480 Cowper Street, "Palo’Alto, CA
94301 except, in the case of AMC Partners, to the extent of hlS economrc interest in such entity.

(%) lncludes 1,000 shares held in trust for The Levy Family Revocable Trust dated 05/0 l/85.

oy . - . [ ?. . Y
(7} Includes 1,000 shares held by Deborah K. Karlson as custodian for Paula K. Lea. , ;, .

| - '
Section 16(a) | Beneﬁcial Ownership Reporting Compliance ‘ ) o

t , . t
. . . fan .
ca

Section l6(a) of the Exchange Act requires the Company’s directors-and Section 16 officers, and
persons who beneficially own more than 10% of a registered class of the Company’s equity securities, to
file with the Commission initial reports of beneficial ownership and reports of changes in beneficial
ownershrp of Common Stock and other equity securities of the Company. Such officers, directors and
greater than 10% stockholders are required by SEC regulations to furnish the Company with copies of -
all Section 16(a) reports they file. E

v

Based solely on its review of the copies of such forms furnished to the Company and written
representations that no other reports were required, the Company believes that, during the period from
July 1, 2005 to June 30, 2006, all officers, directors and benéficial owneérs of more ‘than 10% of the
outstanding Common Stock compired with all Section 16{a) requirements. *..- e '

EXECUTIVE COMPENSATION

DlrectorCom[pensatlon ‘e o : ERE L et

- ey, . . . Y . ¢

In fiscal 2006; Board members received cash compensatron for their service on the Board Or ‘any
committee of the Board. Board members are rermbursed for travel expenses incurred in attendrng Board or
committee meetmgs T oo v '

aoLT, - f . f C T . . ok T bt

|

Each non-lemployee Directoriof the Cornpany receives a yearly retamer of $15, 000 and a payment of
$1,000 per megting for each meeting of the' Board or a. committee of the Board. Committee chairmen
receive an addltronal $1,000 per Commrttee meetrng attended. Board members are pa1d quarterly and may

et e . L R 4
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elect to receive their compensation in the form of non-qualified stock options with a face value equal to
three (3) times the amount of cash compensation earned.

Each non-employee Director of the Company receives stock option grants to purchase shares of
Common Stock under the Company’s Equity Incentive Award Plan (the “2004 Plan™). Under this plan,
during the fiscal year ended June 30, 2006, options to acquire 7,500 shares of Common Stock at an exercise
price of $9.15 per share were granted to each member of the Board.

-

Compenisntion of Executive Officers
The fbllOWing table sets forth for the fiscal years ended June 30, 2006, 2005 and 2004 certain

compensation awarded or paid to, or eamed by, the Named Executive Officers, including salary, bonuses,
stock options and certain other compensation:

Summary Compensation Table

‘i Annual Compensation Long-Term
. Compensation
. © Awards
Name and Principal Position Year _ a?mth& Secuﬁtg;lliir:gﬂlyins . All Other
: Sal compensation ompensation
o o (#) 8"
o . .
Richard A. Milter, M.D. 2006 421,688 37,606 250,000 1,500 (3)
President and Chief Executive Officer | 2005 398,501 31,947 175,000 1,500 {3)
¥ 2004 381,861 - — 181,000 1,500 (3)
Geoffrey Cooper, PhD. . . 2006 24;1,23i — 100,000 -7425  (9)
Former Senior Vice President,
Business Development
Timothy Whitten 2006 | 296,549 — — 25312 (4)
Former Senior Vice President, 2005 289,047 | 23,2341 45,000 1,500
Commercial Operations 2004 277,505 - 32,250 1,500
Markus F. Renschler, M.D. 2006 264,196 23,405 110,000 1,500
Senior Vice President, Oncology 2005 249,815 34,179 30,000 1,500
Clinical Development 2004 227,868 — 25,000 1,500
Leiv Lea 2006 247441 22,078 110,000 1,500
- Vice President, Finance and 2005 233,836 18,746 60,000 1,500
Administration and Chief Financial 2004 224,072 — 32,250 1,500
Officer and Secretary

(1) Includes amounts earned but not paid during the fiscal year.

{2} Consists of bonus earned under the Company’s Executive Bonus Plan; amounts in fiscal 2006 were paid in July

2006.

(3) Consists of the Company’s matching contribution under its 401{(k) Plan.
(4) Mr. Whitten's employment was terminated in June 2006. Amount includes payment of $23,812 of accrued
personal time-off and $1,500 for the Company’s matching contribution under its 401{k) Plan.
(5) Dr. Cooper’s employment was terminated in June 2006. Amount includes payment of $4,425 of accrued personal
time-off and $3,000 for the Company's matching contribution under its 401 (k) Pian.
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Executive Severance.Benefits Agreements’
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. . ’ '
The Comf)any has entered into agreements with each of Dr. Miller, Mr. Lea, and Dr. Renschler that
provide for celftain payments and accelerated.vesting of the shares of Common Stock subject to the -
outstanding dptions held by each officer in the event of certain changes in control of the Company ora «

+

“y

subsequent termination of employment. The types of changes in control causing payments to be made and .

|
accelerated stock vesting to occur consist of certain mergers or consolidations; the sale, transfer or other

disposition ofall or substantially all of the Company’s assets; and hostile take overs. In the event of such
officer's mvoluntary termination within thirty-six (36) months following the change in control; the officer. .
will be ent:tled to receive severance payments for a period of twelve {12) months in an aggregate amount
equal to the ofﬁcers base salary at the time of termiination plus the bonus paid to the.officer in the fiscal
year precedmg the year of termination. The payments will be made in installments over the twelve {12),
month periodiunless the officer elects to receive a lump-sum payment-equal to the present value of the ]
installment payments. In addition, in the event of a change in control, all outstanding options held by the
officer that would fully vest or become fully exercisable at least eighteen (18) months after the change in
control will accelerate as follows: 50% of the unvested or unexercisable portion immediately upon the
change in control; 25% of the portion unexercisable or unvested at the time of the change in control one (1)
year after the’changc in"control (if the officer is then still employed by the Company or its successor); and
25% of the pomon unexercisable or unvested at the time of the change in control ¢ighteen (18) months
after a change in-control (if the officer is then still employed by the Company or its successor). All options
held by the officer at the time of a change in control that otherwise become fully exercisable or fully vest
within e1ghte|en (18) months following the change in control will become exercisable and vest in
accordance with the foliowing schedule: 50% of the previously unexercisable or unvested portion
1mmed|ately upon the chiange in control; the remaining portion will continue to become exercisable and
vest in accordance with the exercise/vesting schedule applicable to those options at the time of the change
in control. Slmllarly, any repurchase rights exercisable by the Company with respect to shares of Common
Stock held by the officer will lapse depending upon when the repurchase rights would have otherwise
lapsed. In the event of the officer's involuntary termination during the eighteen (18) month period after the -

1

I
change in control, all previously unexercisable options (including options that did not accelerate at the time "

of the chang'e in control) will become immediately exercisable and the repurchase rights will lapse as to all
shares then ]]'lB!d by the officer.

+

Under the 2004 Plan, the Plan Admmlstrator has the authority to accelerate outstanding optlons in the
event of certam changes in control of the Company (as defined in the 2004 Plan).
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Stock Option Grants LT e : ‘

- The following table provides certain information regarding stock options granted to the Named
Executive Officers during the fiscal year ended June 30, 2006 The exercise price of all options shown in
the table is equal to 100% of the fair market value of the Company’s Common Stock on the grant-date. ¢

-

Option Grants In‘Last Fiscal.Year
PR R . "t PR R . Potential Realizable
Value at Assumed
Annua) Rates of

. LT - Stock Price
[ TN T TL R, S a 1t Appreciation
e, o, X . Individual Grants for Option Term
| T © 7 " "Number of Percentage of
Securities Total ' Exerciseo b ty -
e .~ Underlying -’ Options! ‘(or Base) ’
o Options \Grantedto . Priceper - ¢ :
Granted Employees in Share Expiration
Name @ Fiscal Year @ ($5hy @ Date 5% 10%
Richard A, Miller, M.D. ............. 250,000 . 19.8% $4.16 523/16 $654,050  $1,657,492
Geoffrey Cooper, Ph.D. .............. — R — — —_ _
Markus F. Renschler, Ph.D. ... 110,000 " 8.7% $4.16  5/23/16 $287,782  .$729,297
Timothy G. Whitten .......ccoo.oveeece. — R — — _ —
LeivLea .o, -110,000" B.7% $4.16 5/23/16 - 287,782 " $729,297

(1) Each opnon may | contam an ear]y exercnse provision, but are subject to repurchase of the optmn shares by the
issuer at the exercise price upon the opnoncc s term1nat10n of service prlor to full vestmg The repurchase nght
lapses, and the option vests, in a series of installments over each optionee’s period of service with the issuer in a

scnes of 48 monthly equal and successive 1nstallments
) ' 1]

In the event that the Company is acqmrcd by merger or asset sale each outstandmg ‘option that is not to be
assumed by the successor corporation or replaced with a comparable option to purchase shares of the capital stock
of the successor corporation will automatically accelerate in‘full. Any options assumed of replaced in connection
with such acquisition will be subject to immediate acceleration, and any unvested shares that do not vest at the
time of such acquisition will be subject to full and immediate vesting, in the event the individual's sefvice is
subsequently terminated following certain specified events within 18 months following the acquisition. In
conneciion with a hostile change in control of the Company (whether by successful tender offer for more than
50% of the outstanding voting stock or by proxy contest for the election of Board members), the administrator of
the plan under which the eptions were issued will have the discretionary authority to providé for aitomatic
acceleration of outstanding options either at the time of such change in control or upon the subsequent termination
of the individual’s service. Each option has a maximum term of ten years, subject to earlier termination in the
event of the optionee's cessation of service with the Company.

2
3)

4

Based on an aggregate of 1,261,100 options granted to employees of the Company in fiscal 2006.

The exercise price may be paid in cash, in shares of the Company's Common Stock valued at fair market value on
the exercise date or through a cashless exercise procedure involving a same-day sale of the purchased shares.

Potential realizable value is based on the assumption that the price per share of Common Stock appreciates at the
assumed annual rate of stock appreciation for the option term. The assumed 5% and 10% annual rates are set forth
in accordance with the rules and regulations adopted by the SEC and do not represent the Company's estimate of
stock price appreciation. There can be no assurance that the assumed 5% and 10% annual rates of appreciation
{compounded annually) will actually be realized over the term of the option. Unless the market price of the
Common Stock appreciates over the option term, no value will be realized from the option grants made to the
executive officers.
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Stock Option Exercises and Holdings

The table below sets forth certain information concerning the exercise of options during the fiscal year
ended June 30! 2006 by the Named Executive Officers and unexcrcnsed options held as of the end of such
year by such individuals.

Aggregated Option Exercises In Fiscal 2006
And 2006 Fiscal Year-End Option Values

Number of Securities
Undertylng Unexercised Value of Unexercised
Options at Flscal In-the-Money Options
Year End (1) at Flscal Year End (1)
Shares
Acquired on Value
Name Ex¢reise Realized Exerchable  Unexcrgisable  Excrcisable  Unexerciable
|
Richard A. Mi'ller. LG 1 ) J— 27,747 §256,660 1,1EL,800  (3) 64,200 — —
Geoffrey Cno]‘)er. PRD. e - - 25,000 : - - -
i
Markus F. Renschier, M.D. ... - — 333010 (4) 60990 - —
Timothy G. WHItten ..ooeccvosecseennn — — 279,458 - - —
Leiv Lea ... i ................................. — — 436,425 (5) 50,825 — —
Hugo Mnddcrll PhD. ..iiiiiinian — - — N9 (6) 13,157 — —
1

)" Unexercised options include opt:ons that may be exercised early but are subject to repurchase should the
Optlonec s employment terminate prior to vesting of the options.

@ Determined by subtracting the exercise price from the market price of the Common Stock on June 30, 2006
($3. 86) and multiplying by the number of shares.

& ‘lnclu|des 385,856 options related to unvested options.
@ Includes 98,51 1 options related to unvested options.
® Inclu'des 146,518 options related to unvested options,

®  Inclides 24,280 options related to unvested options.
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Securities Authorized For Issuance Under Equity Compensation Plans

The table below shows, as of June 30, 2006, information for all equity compensation plans. previously
approved by stockholders and for all compensation plans not previously approved by stockholders. '

Equity Compensatiol; Plan Information
' . ‘ as of June 30, 2006

Number of securities

Number of securities
remaining available
for future issuance

to be issued Weighted-average under equity
upon exercise of exercise price of compensation plans
outstanding options, outstanding options, (excluding securities
warrants and rights warrants and rights . reﬂected in column (2))
Plan Category (a) b ) ") (1)
Equity compensation plans ' ! .
approved by security holders (2) ! 5,241,802 $1329 0 v e 1,207,233 1.
Equity compensation plans not . ' " ' . ) "
approved by security holders (3) 25,000 $7.76 o -
Total $13.26 ¢ ! ©1,207.233

5,266,802
. : Cae o RPN -

(1) Includes approximately 119,138 shares 1ssuab1e under the Company’s Emiployee Stock Purchase Plan, !
(2) Includes our: 1 K

e 2004 Equity Incentive Award Plan

» 1995 Stock Option Plan . : B TR
e: 1995 Non-Employee Director Stock Opnon Plan - . . : -~ \
+  Employee Stock Purchase Plan_ ’

et . . '

. » . e .. '

(3) On June 3, 2005, we granted Geoffrey Cooper an optlon to purchase shares of our common stock m
. connection with his joining the company. These options were granted without stockholder approval pursuant
to NASDAQ Marketplace Rule 4350(i)(1)(A)(iv) under the followmg térms: 100,000 non- quallﬁed stock
options, 10-year duration, an exercise price of $7.76 per share, of which % of the total grant vests' on the
one-year anniversary of Dr. Cooper’s hire and 1/48 of the tota! grant vests each month thereafier until the
grant is fully vested. Dr. Cooper’s employment was terminated June 2006. Therefore, 75,000 options were
forfeited in June 2006. The remaining 25,000 options were cancelled in September 2006. -+ - DT
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Compensation Committee Interlocks and Insider Participation I

*During the fiscal year.ended June 30, 2006, the Compensation Committee of the Board was compnsed
of Dr. Levy and Mr. Rohn, neither of- whom is an-employee or former employee of the Company. .

No current executive officer of the Company served on the board of directors or compensation
committee of any entity that has one or more executive officers serving as a member of the Company's

Board or Compensanon Committee.
'

' |
REPORT !OF .THE COMPENSATION COMM]TTEE ON EXECUTIVE COMPENSATION *
"The Compensatlon Commmee of the Board reviews and recommends to the Board for approval the_

Company s’executwe compensation policies. During the year ended June 30, 2006, the Compensation
Committee cqnmsted of non-employee Directors Richard M. Levy, Ph.D. and William R. Rohn. The
Compensation Committee annually evaluates the performance, and determines the compensation, of the
Company’s Chief Executive Officer and the other executive officers based upon a combination of several
factors: the C(:)mpany s accomplishments, individual performance and comparisons with other
blotechnology companies. Companies examined for comparative purposes may, but need not, include those
comprising the Nasdaq Stock Market (U.S.) Index and the Nasdag Biotechnology Index and labor market
competitors. The following report of the Compensation Committce describing the compensation policies
and ranonales applicable to the Company’s executive officers with regard to the compensatlon payable to
such executwe officers for the fiscal year ended June 30, 2006. .

.ot
. il

4 A

In May 21005 the. Compensation Committee set the compensation payable'to Dr. Miller for the twelve
(12) month penod ending April 30, 2006. Dr. Miller was not present during the discussion of his
compensatlon Dr. Miller in turn recommended, subject to the Compensation' Committee's review and
approval, the! compensatlon to be paid for such twelve (12) month period to the Company's other executive

officers, For, those executwc oﬂ'lcers the Compensation Committee had previously established
performance factors to be consndered by Dr. Miller in making. his recommendatlons with respect to the
compensatlon level to be in effect for.each such officer. Dr. Miller prov1ded the Compensation Committee
with his, evaluatlon of the performance of each officer with respect to those factors and his recommendation
as to the compensatlon to be paid to that individual on the basis of such performance The Compensation
Committee rpwewed and approved the recommendations of Dr. Miller, .

General' Compensation Pohcy The Compensation Committee's overall policy as to executive

ompensatlon is to ensure that an appropriate relationship exists between the total compensation package
established for each executive officer and the creation of stockholder value, while at the same time assuring
that compensat:on is sufﬁcrently competitive to motivate and retain key executives. In furtherance of this
goal, executlve compensation is structured so as to integrate competitive levels of annual base salary and
performance bonuses with discretionary stock options based upon individual and corporate performance.
This annual cash compensation, together with the payment of equity incentives in the form of stock option
grants,’is de51gned to attract and retain qualified executives and to ensure that such executives have a

) contmumg stake in the long-term success of the Company.

Factors Smce the Company is in the development stage, the use of traditional performance standards
(such as proﬁt levels and return on equlty) are not appropriate in evaluating the performance of the
executive officers. In particular, the unique nature of the biotechnology industry, specifically the absence of
revenues and the fact that the Company's stock performance is often more a consequence of larger market
forces than of actual Company achievements, makes it impossible to tie performance objectives to standard
financial considerations. The primary factors that were considered in establishing the components of each
executive olfﬁcer s compensation package for the 2006 fiscal year are summarized below. The
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Compensation Committee may, however, in its discretion apply ennrely different factors, such as different
- measures:of strategic performance, for future fiscal years. I v S '
Yot . ‘r

Base Salary. When establishing or reviewing base compensation levels for each executive officer, the
Compensation Committee considers numerous factors, including the qualifications of the executive and his
or her level of relevant experience, strategic goals for which the executivé has responsibility, specific
accomplishments of the executive during the last fiscal year and the compensation levels-in efféct at -
companies in the Company's industry.that compete with the Company for business and executive talent.
Base salaries are reviewed annually, and adjustments to each executive officer's base salary are made to
reflect individual performance and salary increases effected by the peer group companies which are other-
biotech companies of a comparable size. The peer group companies are not necessarily the same group of’
~ companies included in the Nasdaq Pharmaceutical Index used in the performance graph for evaluating the
price performance of cur Common Stock: A major objective,'accordingly, is to have:base salary levels .
commensurate with those of comparable positions with the peer group companies, given the level of
seniority and skills possessed by the executive officer in question and the Compensatlon Committee's
assessmerit of such executive’s performance over the year, - . .. P

v
S o : +

Bonuses.. ‘Begmnmg m ﬁscal 2005; all executive officers were eligible for annual performance .
bonuses. At the beginning of fiscal 2006, the Compénsation Committee established a list of specific
corporate and individual goalsias well as specific bonus amounts tied.to each goal. The bonus goals were
divided into the following three categories: 1) clinical development, 2) corporate development, and 3)
individual goals. The target bonus opportunity for each officer was 30% of base salary. Actual bonus
awards granted-in fiscal 2006 are listed in “‘Compensation of Executive Officers-Summary Compensatlon
Table.” . v

Our Corporate Bonus Plan, or Bonus Plan, will'govern bonus awards to the Company’s executive .
officers for performance during fiscal year 2007. Under the Bonus Plan, cash bonuses, if any, will be based
on both thé achievement of specified individual and corporate goals. On May 22, 2006, the Compensation
Committee approved executive goals and associated bonus target amounts for fiscal year 2007. For fiscal-
year 2007;:the bonus targets are divided into three categories: 1) clinical development, 2) corporate
development, and 3) individual goals.-Bonus targets are payable in an-aggregate amount of up to 30% of
the executive’s base salary, if at.all. Qur Board of Directors.and Compensation Committee reserve the right
to modlfy these targets, amounts and criteria at any time. o T A C

’ PRI P Cora AT AT A e

Long—Term Incentive Compensation. The Compensation Commlttee has the authority under the
2004 Plan to provide executives.and other key employees with equity incentives primarily in‘the form of
stockoption grants. Generally, the size of each option grant is set at a level that the Compensation: . '
Committee'deems appropriate to create a meaningful opportunity for stock owneérship based upon the -
individual's current position withithe Company, but there is also taken into account comparable awards -
made to individuals in similar positions in the industry, as reflected in éxternal surveys, the individual's
potential for future responsibility and promotion and the individual's performance in the recent period. The
Compensation Committee has also established general guidelines for maintaining the unvested option
holdings of each executive officer at a targeted level based upon his or her position with the Company, and
option grants-are periodically made to maintain the targeted levels. However, the Compensation Committee
does not strictly adhere to these guidelines, and the relative weight given to each of the foregoing factors
varies from individual to individual as the Compensatlon Commlttee deems appropriate under the

circumstances. +

The grants are designed to align the interests of the executive officer with those of the stockholders and
provide each individual with a significant incentive to manage the Company from the perspective of an
owner with an equity stake in the business. Each grant allows the officer to acquire shares of the
Company’s Common Stock at a fixed price per share (the market price on the grant date) over a specified
period (up to ten (10) years). Accordingly, the option will provide a return to the executive officer only if

23




he or she remains in the Company's employ, and then only if the market price appreciates over the option
term. All options currently held by executive officers have an exercise price equal to the fair market value
of the Company s Common Stock as of the grant date.

CEQ Compensanon In setting the compensatlon payable for the 2006 fiscal year to the Company 5
President and Chief Executive Officer, Richard A. Miller, the Compensatlon Committee reviewed a
detailed performance evaluation compiled for Dr. Miller. Such review considered Dr. Miller's
quahﬁcatlons the level of experience brought to his position and-gained while in the position, Company -
goals for whlqh Dr. Miller had responsibility, specific accomplishments to date, and the importance of Dr.
Miller's individual achievement in meeting Company goals and objectives set during the prior fiscal year.
In addition, the Compensation Committee surveyed the salary levels in effect for and equity compensation .
packages for chief executive officers at the peer group companies, which were taken into account for
comparative compensation purposes for all of the Company's other executive officers.

¥ . * R

In detem:;ining Dr. Miller's compensation level, the Compensation Comrnittee sought to establish a
competitive rate of base salary, while at the same time tying a significant percentage of his overall
compensatlon package to individual and Company performance, such as the attainment of certain
milestones 1nFthe testing of clinical products. Based on these factors, the Compensation Committee
increased Dr.{Miller's base salary level 6.0 % to $418,069. In awarding stock options, the Compensation
Committee con51dered Dr. Miller’s performance in meeting the Company's objectives and the goals of his
position, overall Company performance, the equlty posmon of Dr. Miller in the Company. and a review of
the equity poéltlon of top management at companies in the biotechnology sector at a similar stage of
development’as the Company. In fiscal 2006, Dr. Miller received options to purchase 250,000 shares of
Common Stock. ‘

Compliancefwith Internal Revenue Code Section 162(m) of the Code

Section®162(m) of the Internal Revenue Code, enacted in 1993, generally disallows a tax deduction to
publicly held comipanies for compensation exceeding $1 million paid to certain of the corperation's.
executive ofﬁcers The limitation applies only to compensation that is not considered to be performance-
based. The non -performance-based compensation to be paid to the Company s executive officers for the
2006 fiscal year did not exceed the $1 million limit per officer, nor is it expected that the non-performance-
based compensauon to be paid to the Company's executive officers for fiscal 2006 will exceed that limit.
The 2004 Plan is structured so that any compensation deemed pald to an executive officer in connection
with the exercise of options granted under that plan with an exercise price equal to the fair market value of
the option’ shares on the grant date will qualify as performance-based compensation, which will not be
subject to thé $1 million limitation. Because it is very unlikely that the cash compensation payable to any of
the Company's executive-officers in.the foreseeable future will approach the $1 million limit, the
Compensation Committee has decided at this time not to take any other action to limit or restructire the
elements of Cash compensation payable to the Company's.executive officers. The Compensation Committee
will réconsider this décision should the individual compensatton of any executive officer approach the-
$1 million leével. -~ =~ -

“"l‘ . -y

. The above.report is Submitted-by the Compensation Committee of the Company's Board of Directors.

.t

? += « - . Richard M. Levy, Ph.D. (Chairman) : Co
William R. Rohn '

(X

Vo
— LT
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BOARD AUDIT COMMITTEE REPORT *

The Audit Committee of the Board is comprised of three (3) independent directors (as defined in
Rule 4200(a)(15) of the Nasdaq Marketplace Rules listing standards) and operates under a written charter
adopted by the Board of Directors, available in the Investors section of the Company’s website at .
www.pharmacyclics.com. During the fiscal year ended June 30, 2006, the members of the Audit
Committee were Mr. Taylor (chairman), Mr. Gilburne and Dr. Itri.

The Audit Committee oversees the Company's financial reporting process on behalf of the Board.
Management has the primary responsibility for the financial statements and the reporting process, including
the systems of internal control. In fulfilling its oversight responsibilities, the Audit Committee reviewed
and discussed the audited financial statements in the Annual Report on Form 10-K for the year ended
June 30, 2006 with management, including a discussion of the quality, not just the acceptability, of the
accounting principles, the reasonableness of significant judgments, and the clanty of disclosures in the
financial statements.

The Audit Committee reviewed with the independent registered public accounting firm, who are
responsible for expressing an opinion on the conformity of those audited financial statements with
accounting principles generally accepted in the United States of America, their judgments as to the quality,
not just the acceptability, of the Company's accounting principles and such other matters as are required to
be discussed with the Audit Committee under generally accepted auditing standards, including Statement of
Accounting Standard 61. In addition, the Audit Committee has discussed with the independent registered
public accounting firm the firm’s independence from management and the Company, including the matters
in the written disclosures required by Independence Standards Board Standard No. 1.

The Audit Committee discussed with the Company's independent registered public accounting firm the
overall scope and plans for their audit. The Audit Committee meets with the independent registered public
accounting firm, with and without management present, to discuss the results of their examinations, their
evaluations of the Company’s internal controls and the overall quality of the Company's financial reporting.
The Audit Committee held four (4) meetings during the fiscal year ended June 30, 2006.

In reliance on the reviews and discussion referred to above, the Audit Committee recommended to the
Board that the audited financial statements be included in the Annual Report on Form 10-K for the year
ended June 30, 2006 for filing with the SEC. The Audit Committee has also recommended, subject to
stockholder ratification, the retention of PricewaterhouseCoopers LLP as the Company’s independent
registered public accounting firm.

Craig C. Taylor (chairman)
Miles R. Gilburne
Loretta M. Iiri, M.D.

* The material in these reports is not “soliciting material,” is not deemed “filed” with the SEC, and is not to
‘be incorporated by reference into any filing of the Company under the Securities Act or the Exchange Act,
whether made before or after the date hereof and irrespective of any general incorporation language
contained in such filing.
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; ‘  PERFORMANCE GRAPH %, 4.,

The graph depicted below shows the Company's Common Stock.price as an index assuming $100,
invested on June 30, 2001 at the then current market price of $33.90 per share, along with the composite -~
prices of comparues listed in the Nasdaq Pharmaceutical Index and Nasdaq Total U.S. Stock Market Index
(assuming remvestment of dividends). A, ro , A
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et " COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN* ' - '.-
4 ° AMONG PHARMACYCLICS, INC., THE NASDAQ STOCK MARKET (U.S.) INDEX . .
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I * $100 invested on €/30/01 in stock or index-including reinvestment of dividenas. ' - .
Fiscal year ending June 30.
1
Cumulative Total Return
ca : 6/01 6/02 - 6/03 . . 6/04. 0 6/05. . 6/06
: ’ ' T s g T
PHARMA[CYCLICS INC. - 100.00 13.10 1398 2991 - 2215 - 11.39
NASDAQ STOCK MARKET (U.S.) 100.00 70.34 78.10 98.58 - -99.24" 10585
NASDAQ_ PHARMACEUTICAL 100.00 56.67 82.12 8815 . 8640 100.55
! .
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CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

LIS
i

Indemnity Agreements
FHRTG S PO : 1 . ' ‘ :
The Company's restated certificate of incorporation and bylaws prmnde for indemnification of
directors, officers and other agents of the Company: Each of the current-directors and officers of the  «
Company have entered into separate indemnification agreements with the Company.

Director Compensation N Cd

See the disclosure under “Director Compensation” in the section titled “Executwe Compensatlon for
details regarding cash compensation for non-employee Directors. b : S
oS gy h Gab ot et . . L
+ Executive Severance Beneﬁts and Agreements oL L S A ’
o [, °n 1 PR oA

See the disclosure under “Executwe Severance Beneﬁts Agreements” in'the secuon titled “Execunve
Compensation™ for details regarding Executive Severance Benefits.

- . . P r LI M s
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ANNUAL REPORT

A copy of the Company’s Annual Report for the year ended June 30, 2006 has been included with this
Proxy Statement to all stockholders entitled to notice of and to vote at the Annual Meeting. The Annual
Report is not incorporated into this Proxy Statement and is not considered proxy-soliciting material. -

FORM 10-K

The Company filed an Annual Report on Form 10-K for the year ended June 30, 2006 with the
Securities and Exchange Commission. A copy of the Form 10-K has been included with this Proxy
Statement to all stockholders entitled to notice of and to vote at the Annual Meeting. The Form 10-K is
not mcorporated into this Proxy Statement and is not considered proxy-soliciting material. Stockholders
may obtain nddltional copies of the Form 10-K, without charge, by writing to Leiv Lea,
Phnrmacyclgcs, Inc., 995 East Arques Avenue, Sunnyvale, California 94085, : R

|

i OTHER MATTERS
The Company knows of no other matters that will be presented for consideration at the Annual
Meeting. If any other matters properly come before the Annual Meeting, it is the intention of the persons
named in thc enclosed form of Proxy to vote the shares they represent as the Board may recommend.

Dlscretlonary authority with respect to such other matters is granted by the execution of the enclosed
Proxy. J

I
! . - THE BOARD OF DIRECTORS
t

Dated: Nove:mber 2, 2006
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President’s Letter

Deat Stockholders:

Pharmacyclics is well-positioned for future success with a‘prom ising late-stage product candidate that has completed
pivotal Phase 3 clinical trials in its initial indication and a deep pipeline of product candidates in pre-clinical and
clinical development for various cancers and other diseases. -

We antiéipate submitting a Néw.Drug Application (NDA) to the U.S. Food and Drug Administration for our lead
product candidate Xcytrin® (motexafin gadolinium) Injection to treat brain metastases.from non-small cell Jung
cancer (NSCIL.C) by the end of calendar 2006. :

We are also advancing multiple othertrials with Xcytrin for a broad range of potential cancer indications and have
significantly expanded and enhanced our oncology pipeline by acquiring several promising product candidates,
targets and programs from Celera Genontics.

Versatile Lead Product Candidate Addresses Large Unmet Needs in Cancer

Results from our pivotal multinational Phase 3 SMART (Study of Neurologic Progression with Motexafin ,
Gadolinjum and Radiation Therapy) trial with Xcytrin in patients with brain metastases from NSCLC were
presented at the 2006 American Sociéty of Clinical Oncology (ASCO) Annual Meeting, and selected by its
Scientific Program Committee to be featured in the %2006, Best of ASCO Meetings.”

The 554-patient trial was conducted under a' Speéiél Protocol Assessment (SPA) agreement with the FDA. The
primary clinical endpoint, time to neurologic progression, was based on substantial prior clinical research and
camprehensive discussions withleading authorities in neuro-oncology and the FDA. The trial was one of the largest
and most innovative trial§ ever conducted for this disease and uniquely employed stringent and clinically relevant
clinical ‘assessments to determine neurologic benefits to patients.

In the intenl-lo:n-eat popuiation of 554 pétiénts 1i1e median tinie to nem;o‘togic progression was 15.4 months for
patients receiving Xcytrin plus whole brain radiation therapy (WBRT) compared to 10.0 months for patients treated
with WBRT alone (P=0.12, hazard ratio=0.78)..

Significant différences in the management of patients.with brain metastases in North America compared-to Europe
were observed; most notably, a substantial delay in the initiation of radiation was observed in a small number of
European centers. In North America, prompt use of WBRT for treatment of brain metastases is standard practice.
Over 90% of the patients enrolled in the study in Nosth America received prompt WBRT (within four weéks of the
diagnosis of brain metastases). .The delay in usc of WBRT appeared to redice. Xcytrin’s treatment benefit. We
believe this delay in WBRT as initial therapy for brain metastases was the major factor affecting differences in
cutcome by region. : :

As presented at ASCO, when adjusting for the delay in WBRT, the median time to neurologic progression was 15.5
months for Xcytrin plus WBRT comipared to 10.2 months for WBRT alone in the intent-to-treat population (P=0.05,
hazard ratio=0.75). The médian time to neurologic progression in patients enrolled in North America (N=348) was
24:2 months for patients receiving Xcytrin plus WBRT compared to 8.8 months for those receiving WBRT alone
(P=0.004, hazard ratio = 0.53).

Xcytrin was al'so'_well‘to!erated with the most common drug-related grade 3;and 4 adverse events being hypertension
(4%), elevated liver enzymes (3%) and fatigue (3%), all.of which were reversible. Use of Xcytrin did not compromise
the ability to deliver standard treatment With WBRT.

To date 805 patlents with brain metastases from NSCLC have been enrolled in two randomized trials conducted by
Phannacychcs Consistent results have been obtained across these trials, which evaluated identical treatment
regimens.in similar patients using the same endpoint. Analysis of the data from these two trials shows a median time
to neurologic. progression of-15.4 months for Xcytrin.plus WBRT compared to 9.0 months for WBRT (P=0.016,
hazard ratio 0.74).




|
|
|

We believe that our-clinical trials have dcmonsira_ted a significant treatment effect combined with a'fayorabiefséi‘cty
profile that could sel'rve to benefit patients with brain metastases from NSCLC. Xcytrin, if approved, would be the
first drug in its clas?, and the only agent-available specifically for treatment of brain metastases.

| ‘ .
According to the N:lnional Cancer Institute, over 170,000 patients will be diagnosed with lung cancer this year in the
United States. Brain metastases are estimated‘to occur in up t0°50% of lung cancer patients. .

Brain metastases occur when cancer ceils spread to the brain and grow, causing major neurologic complications and,
in many cases, 'deat,h. Patients with brain metastases usually suffer serious deterioration of neurologic and
neurocognitive function such as loss of short-term memory, compromised verbal skills and fine motor coordination,
and reduction in co'gnitive performance. Most patients with brain metastases have multiple lesions and are not
candidates for surgical resection or radiosurgery. The goal of WBRT is to reverse or prevent neurological
deterioration and p:revent death due to tumor progression in the brain.

The SMART trial was an outstanding'achievement and we greatly appreciate the efforts and commitment of the
many scientists, g:lilnica! investigators, health care workers, and patients who participated in this innovative clinical
trial. )

0 ' ' :
Potentially Broadly Applicable Cancer Agent - T : ‘
Beyond the pivotal trial program; we have initiated five new Phase 2 clinical trials testing Xcytrin in a broad range

of potential indicaﬁ'ons. Three of these trials focus on the use of Xcytrin as a systemic therapy for second-line
treatment of NSCLC patients. Other trials are evaluating Xcytrin'in combination with radiosurgery for brain
metastases, and Xcytrin in combination with WBRT and Temodar® in patients with glioblastoma; a study that is

sponsored by the Radiation Therapy Oncology Group.

chtr'in'_s‘non-ove:rlapping toxicity with chemotherapy; in particular, makes it an appealing agent as part of -
combination cancer treatment regimens. Preliminary results from early-stage trials indicate that Xcytrin has both
single agent activity and may be combined with commonly used chemotherapy and antibody-based treatments.
Based on the activity observed in our lung cancer brain metastases trials, a major clinical development strategy is to
establish Xcytrin Bs a systemic treatment for patients with lung cancer that have failed prior chemotherapy regimens.
We plan to start a pivota) randomized Phase 3 trial with Xcytrin in combination with Taxotere® (docetaxel) for
second-line lung cancer treatment in the first half of calendar year 2007. :

Expanding Oncology Pipeline _ B C ‘

In April 2006, we announced the acquisition of several oncology product candidates from Celera Genomics. This
transaction leverages our strength in oncology and chemistry and expands our oncology product opportunities.
Under the terms of the agreement, we acquired Celera technology and intellectual property relating to novel drugs
that target histone deacetylase (HDAC) enzymes, selective HDAC enzymes, angiogenesis molecules, and tyrosine
kinases involved 'm immune function. Our novel HDAC inhibitor is now in a Phase 1 trial evaluating its safety and

pharmacokinetic? when administered orally and intravenously.

The Celera grog;'rams are an ideal fit with our small-molecule chemistry technology platform and oncology clinical
development core competency and, together with Xcytrin, these novel programs provide us-with a deep pipeline of
diverse productsiand strengthen our oncology franchise. ‘ - S
Planning for Su’ccm

We have successfully moved multiple programs forward through the extraordinary efforts and talents of our
employees whilef judiciously managing our cash and resources. ‘Our cash position of $40.5 million with 20.9 million
shares outstanding, as of June 30, 2006, demonstrates our financial discipline. In August 2006, we further o
strengthened ouf'ﬁnancial resources with an equity line from Azimuth Capital Ltd. This flexible agreement allows
us to sell up to $20 million of newly issued common stock at a time and in amounts the company deems suitable to
enhance our business and create-additional value for our stockhdlders. ' : :

| ! .
We believe Pha;lmacyclics is well-positioned to become a leading oncology company. Our late-stage product
candidate, Xcytrin, addresses a large market for a serious iliness and has the potential to be used in a wide range of
malignancies. Because we own the worldwide rights to Xcytrin, we plan to build a U:S. commercial oncology
franchise around it-while we move our other oncology programs through development. We anticipate forming

corporate alliances for commercialization of our products outside the U.S.

¥

|




Together with our collaborators, we look forward to discovering, developing and commercializing novel drugs that
improve outcomes for patients with cancer.

fodowt’ A lecill

Richard A. Miller _
President and Chief Executive Officer
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Part I S ‘ ) ‘ v

Important Faclors Regarding Forward-Looking Statements e

This reporr contdins forward- lookmg statements. These statements relare Jto future evems or our future fi nancmi
performance In some cases, you can idenfify forward-looking statements by Iermmology such as “anticipate,”
“believe,” “continue,” “could,” “estimate,” “expect, mrend “may,” “might,”’ “p[an,” “possible,” “potential,”

“predict,” “should” or “will” or the negative of such terms or other comparable terminology. In particular, forward-
looking statements mclude , R -

* H - .
A TR Ll

v (LT} "o "o

s information concerning possable or assumed ﬁature results of. operarmns, trends in ﬁnancaal results and
business plans; ‘ ‘ o

¢ statements about our product development schedule; i

. statemems about our expectations for and timing of regularory approvals for any of our producr cand:dates

s statements about the level of our expected costs and operating expenses; <
£ ' - Ea'}

*  statemenis aboul our future capital requirements and the sufficiency of our cash, cash equivalents, marketable
securities and other financing proceeds 10 meer these requirements; - - o

' . statements about the potential results of ongoing or future clinical trials; . .
s other statements about our plans, objectives, expectations and intentions| and. "'?
®  other statements that are not historical fact. e I B

From time to time, we also may provide oral or written forward-looking statements in other materials we release
to the public. Forward-looking statements are only predictions that provide our current expectations or forecasts of
future events. Any or all of our forward-looking statements in this report and in any other public statements are subject
fo unknown risks, uncertainties and other factors may cause our actual results performance or achievements to be
materially different from any future results, performance or achievements expressed or implied by such forward-looking
statements. Although we believe that the expectations reflected in the forward-looking statements are reasonable, we
cannot guarantee future results, performance or achievements. You should not place undue reliance on these forward-
looking statements.

We undertake no obligation .to publicly update any forward-looking statements, whether as a result of new
information, future events or otherwise: You are advised, however, to consult any funher d:sclosures we make on related
subjects in our Quarterly Reports on Form 10-Q and Current Reporrs on Form 8-K. Also note that we provide a
cautionary discussion of risks, uncertainties, assumptions and other factors re[evam to our business under the caption
Risk Factors and elsewhere in this report. These are risks that we think could cause our actual results to differ materially
from expected or historical results. ,

Item 1. Business

- We are a pharmaceutical company developing patented new-idrugs to treat cancer.and other diseases. Our
pharmaceutical agents are synthetic small molecules designed 1 target key biochemical pathways in diseased cells. In
oncology, we are developing Xcytrin® {motexafin gadolinium) Injection and.several compounds we acquired from Celera
Genomics in April 2006. Two lead product candidates hzive been produced and currently.are being evaluated in clinical trials:

*  Xeytrin® (motexaﬁn gadohmum) lnjecuon is now bemg eva]uated in'several clmlcal trials. Xcytrin is an
anti-cancer agent with a novel mechanism “of action. It is designed o selectively target cancer cells and, by
dlsruptmg cell metabolism, induce cell death through a cellular process known as apoptosis. We believe
Xceytrin has the potential to be used for treating many types of cancer., In December 2005, we announced
top-line results of our pivotal Phase 3 clinical study of Xcytrin.for the potential treatment of non-small cell

*~+  lung cancer (NSCLC) patients with brain metastases. Although patients receiving Xcytrin had a longer time to
neurologic progression, the study’s primary endpoint, the difference compared to patients in the control arm
did not reach statistical significance.-However, there was an imbalance in treatment delay favoring the control




.
l
|
arm of thestudy. As presented at the 2006 Annual Meeting of the American Society of Clinical Oncology
(ASCO) in: J une of 2006, adjusting for this imbalance resulted in a treatment benefit for the Xcytrin arm of the
study’ (P—O 05). We believe that these data indicate Xcytrin benefited patients that had prompt treatment with
whole brain radiation therapy. Pooled data from two randomized trials indicate that Xcytrin benefited patients
with brain [metastases from NSCLC, as measured by improved time to neurologic progression. We plan to
submit a New Drug Apphcatton (NDA) to thie FDA for the potential treatment of NSCLC patients with brain
metastases Several Phase | and Phase 2 clinical trials are in progress evaluating Xcytrin as a stand-alone
agent, and in combm.mon with chemotherapy, radiation therapy or biologic therapy with monocional
antlbodtes: One of Xcytrin's chemical features allows it to be visualized in the body using standard magnetic
resonance imaging (MRI) procedures. Using-MRI, we have established that Xcytrin localizes selectively in
cancers. We own the worldwide rights to Xcytrin.

s  Histone Deacetylase Inhibitor (PCI-24781) is now in a Phase 1 trial in patients with advanced relapsed solid
tmors. PCI 24781 targets histone deacetylase (HDAC) enzymes and inhibits their function. HDAC enzymes
are requtred for control of gene expression and inhibition of these enzymes results in tumor cell cytotoxicity.

Qur strategy IS! to focus mlttally in oncology. Xcytrin is being evaluated for the treatment of a diverse range of
cancer types and in various clinical situations including Xcytrin as a single agent and in combination with chemotherapy
and/or radiation therapy. We are conducting Phase 2 clinical trials with Xcytrin used alone to treat recurrent metastatic
lung cancer and to!treat hematologic cancers such as lymphomas and chronic Iymphocync leukemia. We are also
conducting Phase 2 clinical trials with Xcyirin in combination with stereotactic’ radiosurgery for treatment of brain
metastases, and in clombmanon with. chemotherapy for recurrent metastatic lung cancer.

| ) .
We acquired the following drug candidates from Celera:

s A novel compound, known as PCI-24781, that inhibits HDAC and is'in a Phase 1 study for the treatment of
advanced!solid tumors.

e A first-in:class HDAC-8 selective inhibitor in preclinical development for the potential treatment of cancer.

& A first-in-class Factor VIla inhibitor targeting a tumor signaling pathway involved in angiogenesis, tumor
growth and metastases. -

e B cell altssocmted tyrosine kinase’ inhibitors ‘potentially useful for treatment of lymphomas and
autmmmune diseases.

We also completed d Phase 1 chmcal trial with' Antrin® (motexafin lutettum) Angiophototherapy for the treatment
of coronary artery, disease in patiénts receiving balloon angioplasty and stents. Given our focus in oncology and
increased product opportumues in oncology, we do not plan to conduct further clinical trials with Antrin unless we are
able to enter mto a corporate partnershlp anangcment for its continded commercial development.

Market 0verview'

|

Cancer f

Cancer‘resultlé from the uncontrolled multiplication of cells, which invade and interfere with the normal function of
adjacent tissues and organs. Frequently, cancer cells become dislodged from their primary site and spread, or
metastasize, to other places in:the body: Approximately 1.3 million new cases of cancer are diagnosed annually in the
United States. The' appropriate cancer therapy for each patient depends on the cancer type and careful assessment of the
size, location and exlstence of spread of the tumor using diagnostic imaging procedures. Therapy typically includes some
combination of surgery, radiation therapy, chemotherapy or biologic therapy

Most extstmg therapies of cancer tend to indiscriminately destroy both healthy and diseased cells and may cause
serious side effects. As a result, substantial cancer research has been directed toward developing novel treatments that
are more selectwe for the cancer and less toxic to normal tissues. These approaches seek to identify drugs, radiation
therapy procedures or biological agents that are capable of targeted destruction of the tumor with fewer side effects than
existing treatments Ideal agents would be those that are easy to deliver to the patient and capable of being used in
combination with other cancer therapies to enhance efficacy without increasing toxicity to normal tissues. In addition to

|
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therapies intended to potentially cure patients, much of cancer therapy is utilized for palliation; it is given for reducing
the pain and suffering from cancer. The following is a description of the market for current therapies used in the
treatment-of cancer:

Surgery. :Surgical removal of tumors is attempted whenever the tumor appears to be localized in a single,

‘accessible site. Although potentially curative for localized cancers, many patients have disease that is

inaccessible to complete surgical removal or has spread from the primary site. Spread of cancer from the
primary site, known as metastasis, usually requires some form of systemic therapy with agents that distribute
to all parts of the body.

Radiation Therapy. Approximately 4,000 physicians specializing in radiation oncology administer radiation
therapy to more than 700,000 patients annually in the United States. Radiation therapy is a localized treatment
that may cure patients with tumors that are limited in size and have not spread from the primary site. Radiation
therapy is frequently used to ameliorate the symptoms or signs of disease. This approach is not curative and
is done to palliate or lessen patient suffering caused by tumor growth at a particular anatomic site. Radiation
is usually applied to the tumor site several times per week over a period of two to six weeks. Radiation therapy
often has toxic effects on healthy tissue surrounding the tumor because the radiation cannot be adequately

“targeted. An estimated 50% of newly diagnosed cancer patients, including those with cancers of the lung,

breast, prostate, or head and neck region, will receive radiation therapy as part of their initial treatment. In
addition, more than 150,000 patients with persistent or recurrent cancer also will receive radiation therapy. A
growing trend in radiation oncology is to deliver the radiation concomitantly with chemotherapy drugs in order
to improve clinical outcomes.

Chemotherapy. More than 350,000 patients each year in the United States receive chemotherapy for treatment
of many types of cancer. The serious or life-threatening side effects of chemotherapy agents, many of which
are dué to lack of selectivity, limit the effectiveness of this treatment. Chemotherapy drugs tend to distribute
themselves throughout the body in normal tissues as well as in the tumor. Because of their toxicity to normal
tissues, chemotherapy drugs can be administered only in small dosages.and accordingly, the therapeutic
benefits may be limited. Cancer cells also can become resistant.to chemotherapy drugs, stimulating great
interest in the identification of new agents with unigque mechanisms of action.

Targeted Therapy. Recently, monoclonal antibodies and drugs targeting specific molecular defects in cancer
cells have been approved for the treatment of some cancers. Although more selective and usually safer than
radlatlon and chemotherapy, these treatments are, so far, limited to certain types of cancer,

Most patients with cancer are treated w1th a combination of drugs or approaches that are intended to eradicate as

- much of the cancer as possible. The selection of agents is based on their mechanism of action and safety profile. The

goal of combination therapy is to increase tumor destruction without causing unacceptable toxicity. Substantial research

efforts are directed to finding new agents with novel mechamsms of action that can be added to exlstmg combination
therapy regimens and improve clinical outcomes

Our Business Strategy

The key elements of our business strategy include:

«Creating diverse product opportunities in oncology. We are leveraging our expertise in chemistry and oncology

development to create multiple novel oncology drug candidates.

Focm"ir'gg on proprietary drugs that address large markets for the treatment of cancer. Although our versatile
technology platform can be used to develop a wide range of pharmaceutical agents, we have focused most of
our initial efforts in oncology where we have established strength in preclinical and clinical development and
where accelerated regulatory approval and favorable pricing may be possible.

Evaluating Xcytrin in many types of cancer including its use as a single agent, in combination with radiation
therapy and in combination with chemotherapy. We are leveraging both our oncology experience and Xcytrin's

-versatility by conducting clinical trials in a variety of cancer types and clinical situations.




|
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®  Retaining lmghrs and commercializing our oncology products in the U.S. We intend to retain rights and develop
sales and marketing capabilities in the U.S. for our oncology products:

» Establishi{wg strategic alliances. We intend to establish strategic alliances for the commercialization ‘of our
oncotogy products outside the U.S. and for the development and commercialization, of potential products that

are out31de the oncology area.- . . . A : v e
. i ' . . ' ' LA SN
Status of Pmducts! Under Devel_upment _— .
The table be]o':w summarizes our product candidates and their stage of development: '
Product C:indid.‘ate Disease Indication ' + " Development Status®
XCYTRIN | Lo ’ T '
Single Agen:f ' Lung cancer " i v Phase 2 — enrolling
* Lymphoma | ' Phase 2 — enrolling *
! " Chronic lymphocytic leukemiu (CLL) " Phase 2 — enrolling
With Radiat:ion Brain metastases from lung cancer . Phase 3 — study complete®®
‘ Primary brain tumor ~ Phase 2— enrql}ing"’ .
' Brain metastases with stereotactic radlosurgery . Phase 2 — enrolling
1 . Childhood gliomas® | Phase | — enrollment complete
With Chem;nhempy Recurrent lung cancer (with Taxotere®) Phase 2 — enroiling
i Recurrent lung cancer (with Alimta®) , Phase 2 — enroiling
' Primary brain tumor (with.Temodar®). | - Phase 1 — enrolling
f - Lung cancer (with cisplatin and Taxotere). ., . Phase ] — enrolling
PCI-24781. ! - . :
(HDAC Inhibitg')_r) ‘ .- Advanced solid tumors .. . . . Phase | enrolling
Selective HDAC Inhibitor - Cancer therapy ' i Preclinical -
Factor Vlla inhibitor Cancer therapy ' * Preclinical
B cell tyrosine kinase o ‘
inhibitor L Cancer therapy . .. . Preclinical
I

M “Phase 1" means initial human clinical trials de51gned to establish the safety, dose tolerance and sometimes
dlStl’]bUllOl’l of a compound. “Phase 2" means human clinical trials designed to establish safety, optimal dosage
and prellmmary activity of a compound: “Phase 3” means human clinical trials designed to lead to accumula-’
tion of data sufﬁc1em to support a new drug application, mc}udlng substantial evidence of safety and efﬁcacy

@ Pivotal Phaqe 3 trial has been completed with NDA filing ant1c1pated by the end of calendar 2006
™ Study conducted by the Radiation Therapy Oncology Group (RTOG).
@ Study cg')nducted by the Children’s Oncology Group (COG). ' i A W

Cancer Therapgl( with Xcytrin S T C i

Cancer cells have derangements of their metabolism, which distinguishes tumors ‘from normal tissues. "Many
existing chemolherapy drugs are intended to exploit.the metabolic abnormalities of cancer cells, which is the basis for
the mode of action of many of these drugs. Xcytrin's selective uptake in tumor cells occurs within minutes of
administration and persists for hours, effectively concentrating the drug’s efféct in the tumor. The targeting of tumors is
based on chtnﬁn s novel mechanism of action. We believe Xcytrin disrupts redox dependem biochemical pathways in
cancer cells by mh1b1tmg the function of certain key proteins. These oxldatwe stress responqe protems are required for
cancer cells to survwc and grow. By inhibiting these proteins, chtrm is demgned to weaken, and in some cases, kills
the cancer cells' Tumor selectivity occurs because cancer cells have greater-abundance of these proteins compared to
normal cells. ln laboratory studies, cancer cells incubated with Xcytrin undergo either growth.arrest or apoptosis, a
programmed sequence of events leading to cell death. The sensitivity of cancer cells to Xcytrin varies, depending on the




type of cancer. Also in laboratory studies, Xcytrin enhances the activity of several commonly used chemotherapy agents
and radiation. In published preclinical studies, animals receiving Xcytrin in combination with radiation therapy or
chemotherapy had greater tumor response rates as compared to the control groups receiving equivalent doses of either
radiation therapy or chemotherapy alone. Preclinical studies further suggest that Xcytrin increases the effect of radiation
therapy at the tumor site, with no increased damage to surrounding healthy tissues. An additional feature of Xcytrin is
that it is detectable by magnetic resonance imaging scanning (MRI), providing a method for monitoring its distribution
in patients and for determining the precise size and location of tumors.

For our first product candidate, we intend to seek U.S. Food and Drug Administration (FDA) approval of Xcytrin
for treatment of patients receiving whole brain radiation therapy (WBRT) for non-small cell lung cancer (NSCLC) that
has spread to the brain. Patients with this problem, known as brain metastases, develop devastating neurologic
complications, including severe headache, seizures, paralysis, blindness and impaired ability to think. Radiation therapy
for treatment of this problem is performed on approximate]y 90,000 patients per year in the United States and is intended
to prevent, delay, or reduce these complications. We belleve that Xcytrin could eventually be used for the trealmem of
many other types of cancer.

Clinical Status. We have completed a Phase 1 clinical trial of Xcytrin in 38 adult patients with advanced cancer who
received radiation therapy. This trial was designed to determine the toxicity of a single dose of the drug. Reversible
kidney toxicity was found at the highest doses of drug tested. Accumulation of Xcytrin in lung cancer, breast cancer and
other tumors was confirmed using magnetic resonance imaging. The results of this study were published in the journal
‘Clinical Cancer Research in 1999,

We also have completed an international multicenter Phase 1b/2 clinical trial in 61 patients to evaluate the safety
and efficacy of Xcytrin in cancer patients receiving radiation therapy for treatment of tumors which had spread to the
brain, Ten once-daily treatments of Xcytrin and whole brain radiation therapy were well tolerated. The maximally
tolerated dose of Xcytrin was 6.3 mg/kg. Dose limiting toxicity was found to be reversible elevation of liver function
tests. The most common side effects were transient skin discoloration. Other adverse events occurring in at least ten
percent of patients included nausea, vomiting, rash, headache and weakness. Xcytrin’s tumor selectivity was established
by MRI. The radiologic tumor response rate was 72% in the Phase 2 portion of the study. These results were published
in 2001 in the Journal of Clinical Oncology. Although there was no control group in the study, the results suggested that
Xcytrin increased tumor control in the brain beyond that expected with radiation alone.

Based on the results of our Phase 1b/2 trial, we conducted an initial randomized, controlled Phase 3 trial with Xcytrin
for the treatment of patients with brain metastases from solid tumors who were undergoing whole brain radiation therapy.
The study was conducted at more than 50 leading cancer centers in the United States, Canada and Europe and enrolled
401 patients: 251 with lung carcer, 75 with bfeast cancer and 75 with other tumor types. The results of this study were
pubhshed in July 2003 in the Joumnal of Clinical Oncology and in January 2004 in the Journal of Clinical Oncology

This study was designed to compare the safety and efﬁcacy of standard WBRT 10 standard WBRT plus Xcytrin.
The study had co-primary efficacy. endpoints of survival and time ro neurologic progression. Time to neurologic
progression is a clinical benefit endpoint of special importance in patients with brain metastases since the majority of
patients with brain metastases experience neurologic decline despite the use of WBRT. Physicians administer WBRT to
patients with brain metastases primarily to protong the time before the neurologic progression occurs. An independent
Events Review Committee (ERC), blinded to the treatment assignment, determined neurologic progression based on pre-
specified criteria. The trial de51gn also mcluded evaluatlon of neurologic progression determined by standardized
investigator assessments. ' . b

T

The trial dtd not meet its-primary endpoints for the entire patient population, which included patients with 14
different types ‘of cancer. However, there was a significant improvement in time to neurologic progression in the
pre-specified stratum of 251 lung cancer patients receiving Xcytrin. Over 60% of the patients in the study had lung
cancer, representing the largest sub-group of patients. Results from both the ERC and the investigators’ assessments were
in agreement that lung cancer patients receiving Xcytrin had a benefit in time to neurclogic progression.

. .
NI




By investigator neurologic assessment, treatment with Xcytrin was associated with improved time to neurologic
progression in the enqm 401 patient population (P=0.018, unadjusted) with the benefit primarily confined to the lung cancer
patients. These results were confirmed by the ERC, which also found a benefit in the lung cancer population (P=0.048,
unadjusted). '

t
The_majérity of patients with brain metastases have extensive disease outside the brain and frequently die from
causes unrelated to tamor growth in the brain. There was no significant difference in survival in patients who received
Xcytrin (median 5.2:m0nths) or who did not receive Xcytrin (median 4.9 months). We believe this lack of survival
difference is due to death from tumor progression outside the brain, which would not be expected to be controlled by
WBRT. However, lung cancer patients treated with Xcytrin were found to have a reduction in death due to brain tumor
progression as assessed by investigators.

In our trial, patiénts with lung cancer differed substantially from patients with breast and other cancers. Lung cancer
patients more often p;resented with brain metastases concomitantly with their initial primary tumor diagnosis, had brain
as the only known site of metastases, had smaller tumor volume and less prior therapy. There are several possible reasons
for the observed benefit in time to neurologic progression seen in the lung cancer sub-group. We believe that less
extensive extracranial disease, more rapid and reversible development of central nervous system signs and symptoms and
less exposure to prior neurotoxic chemotherapies provided a greater opportunity to demonstrate a clinical benefit in this
group of patients. Ot:her studies also have shown that lung cancer patients with brain metastases behave differently than
patients with brain :iletastases from other solid tumors and appear to benefit from additional brain directed therapies.
Recently, overexpression of the enzyme thioredoxin reductase has been found in lung cancers and is associated with poor
prognosis. As published in April 2006 in the Journal of Biological Chemistry, Xcytnin has been shown in the laboratory
to inhibit thioredoxi? reductase and this function may be responsible for Xcytrin’s activity in lung cancer patients.

Neurocognitive function was one of the secondary endpoints of our study. Performance on neurocognitive tests is
related to the patie;nl’s ability to recognize and remember objects or words, make decisions, be aware of their
environment, speak words and reason. Consistent with the findings of the ERC and investigators regarding time to
neurologic progression, neurocognitive testing revealed a benefit in prolonging time to neurocognitive progression in six
tests of memory an(:l executive function for lung cancer patients treated with Xcytrin. These results were published in
January 2004 in the Journal of Clinical Oncology.

The administraiion of Xcytrin was well.tolerated with 96% of the intended doses delivered during the trial. Serious
drug related adversle events that were noted include hypertension '(5.8%), asthenia (2.6%), hyponatremia (2.1%),
leukopenia (2:1%), hyperglycemia (1.6%) and vomiting (1.6%). :

t . .
Based on the cllinical activity seen in our initial Phase 3 trial in paticnts with brain metastases from NSCLC, we

conducted a pivotal Phase 3 clinical trial to confirm the potential clinical benefits observed in patients with brain
metastases from NSCLC. In March 2005, we completed the enrollment of 554 patients with brain metastases from
NSCLC in this intclllnational, randomized controlled trial known as the SMART (Study of Neurologic Progression with
Motexafin Gadolinium And Radiation Therapy) trial. This study was designed to compare the safety and efficacy of
WBRT atone to WBRT plus Xcytrin. The primary endpoint for the study was time to neurologic progression (TNP) as
determined by a blinded events review committee. In December 2005, we announced the top line results of this trial.
Although patients receiving Xcytrin had a longer time to neurologic progression, the study’s primary endpoint, the
difference compared to patients in the control arm did not reach statistical significance.

The results of the study were presented at the 2006 Annual Meeting of the American Society of Clinical Oncology
(ASCO). In an intent-to-treat analysis, the median TNP was 15.4 months for patients receiving WBRT plus Xcytrin
compared to 10.0 months for patients treated with WBRT alone (P=0.122, hazard ratio=0.78). Substantial differences in
patient characteristics and outcomes were observed for the 348 patients enrolled in North America (63 percent of all
patients enrolled in the study) compared to the other regions. In North America, the median TNP for WBRT plus Xcytrin
treatment was 24'.2} months compared to 8.8 months for WBRT alone (P=0.004, hazard ratio=0.53). By contrast, for
regions outside of North America, there was no significant difference in TNP between treatment arms. Xcytrin was well
tolerated in the sludy. The most commion drug related grade 3 and 4 adverse events were hypertension (4%), elevated
liver enzymes (3%) and fatigue (3%), all of which were reversible. We believe the reasons for the regional differences
in treatment benefit may be related to the time interval between diagnosis of brain metastases and initiation of WBRT.

'
'
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In North America, most patients (79%) received WBRT within three weeks of their diagnosis of brain metastases,
In certain European centers, there was substantial delay.in the initiation of WBRT either due to use of chemotherapy as
the initial therapy. for brain metastases, or clinical practice patterns resulting in delays in access to radiation therapy.
Moreover, there was an imbalance in treatment delay favoring the control arm of the study. As presented at ASCO in
June of 2006, adjusting for this imbalance resulted in a treatment benefit for the Xcytrin arm of the study (P=0.05). We
believe that the clinical data indicate Xcytrin benefited pauents that had prompt tréatment with WBRT, regardless of
region, and this benefit was progresswely dlmlmshed by delay in initiation of radw.tlon

Pooled data from two randomized trials involving 805 patients with brain mctastases from NSCLC comparing
Xcytrin plus WBRT to WBRT alone have shown a benefit for Xcytrin (P=0.016). Based on our review of the data from
the SMART trial and pooled data from both of our randomized trials, we plan to submit a New Drug Application (NDA)
to the FDA for the potential treatment of NSCLC patients with brain metastases. In meetings with FDA in early 2006,
FDA noted that the applicable review Division has not approved drugs based on the results of non-pre-specified
subgroup analyses when the trial has failed to meet its primary endpoint. FDA discouraged the submission of an NDA
based on subset analyses from the SMART trial. However, in subsequent meetings with the FDA and further review of
the data, the Agency indicated a willingness to review an NDA based on analyses which ‘include all of the data.
Notwnhstandmg these meetings, there can be no assurance that FDA will accept our NDA for filing and that it will
revnew the data we have collected on Xcytrin for this indication. Moreover, even if FDA does accept our NDA, there can
be no assurance that FDA will agree with our interpretation of the data, that FDA will not require us to conduct additional
clinical trials, or that FDA will approve our NDA in a timely fashion, or at all

In November 2003, we were granted fast track designation by the FDA for the use of Xcytrin for the treatment of
brain metastases from lung cancer. This designation did not impact the results of our SMART trial and will not affect
the interpretation of the data from the study or the overall approvability of Xcytrin with the FDA, but it may assist in
expediting the FDA’s review of the NDA for the approval of Xcytrin. The FDA has also designated Xcytrin as an orphan
drug for the treatment of brain metastases arising from solid tumors.

We continue to evaluate Xcytrin for the treatment of a diverse range of cancer types and in various clinical situations
including Xcytrin as a single agent and in combination with chemotherapy and/or radiation therapy. We have begun
Phase 2 clinical trials with Xcytrin used alone to treat lung cancer and to treat hematologic cancers such as lymphomas
and chronic lymphocytic leukemia. We also have begun Phase 2 clinical trials with Xcytrin used in combination with
stereotactic radiosurgery for the treatment of brain metastases. A Phase 2 trial is underway evaluating Xcytrin given in
combination with Taxotere for recurrent lung cancer. ‘

Other Cancer Drugs Under Development

PCI-24781 is a novel compound that inhibits all isoforms of HDAC enzymes. HDAC enzymes are responsible for
gene regulation through the acetylation of histone proteins, which are bound to DNA. HDAC inhibitors have been shown
by others to have anti-cancer activity. Several such compounds are now in clinical development. PCI-24781 is now in a
Phase 1 trial in patlcnts with advanced solid tumors. The objective of the trial is to determine the drug’s safety, oral
bloavallabﬂlty and pharmacokinetics. We believe PCI-24781 has desirable potency and pharmacokinetic properties,
which may provide clinical advantages.

An HDAC- 8 selective inhibitor is now in preclinical testing. We believe that this compound may exhibit more
se]eclwny for certain types of cancer. Other compounds in preclinical ‘development include a small molecule inhibitor
of Factor VIla, which has demonstrated anti-angiogenic and anti-cancer activity in the laboratory and inhibitors of
tyrosine kinase enzymes that may be useful in therapy of lymphomas and autoimmune diseases.

Collaboration-and License Agreement, Acquired Products-

‘ National Cancer Institute Collaboration. In April 1997, the Decision Network Committee of the National Cancer
Institute’s Division of Cancer Treatment, Diagnosis and Centers voted unanimously to sponsor and fund clinical
development of Xcytrin'for the tredtment of cancer. Under this cooperativé research and development agreement,
Pharmacyclics and the National Cancer Institute jointly select clinical trials which will be conducted at leading medical
centers for various types of cancer. The National Cancer Institute is conducting several separate clinical trials for




treatment of brain tu;mors and cancers involving the lung. We believe that these Natiopal Cancer Institute-sponsored
trials will supplemem our own clinical development efforts for Xcytrin. Although third parties will be conducting the
trials, we will prov1d}e clinical supplies of our drugs and we intend to monitor the progress and results of these trials.

The University ?f Texas License. In 1991, we entered into a license agreement with the University of Texas under
which we received the exclusive worldwide rights to develop and commercialize porphyrins, expanded porphyrins and
other porphyrm l1ke|substances covered by their patents. In consideration for the license, we have paid a total of
$300,000. We are obligated to pay royalties based on net sales of products that utilize the licensed technology. The term
of the license agreement ends upon the last to expire of the patents covered by the license. We have royalty obligations
under the license as long as valid and unexpired patents covering the licensed technology exist. Currently, the dates the
last United States and European patents covered by the agreement expire are-2015 and 2014, respectively. Under this
agreement, we mustI be attempting to commercialize one or more products covered by the licensed technology. In the
event we fail to attempt to commerciatize one or more products covered by the licensed technelogy, the University of
Texas may convert the exclusive license into a non-exclusive license.

Celera Genomics. In April 2006, we acquired multiple small molecule drug candidates for the treatment of cancer
and other diseases from Celera Genomics, an Applera Corporation business. Under the terms of the agreement, we
acquired Celera technology and intellectual property relating to drugs that target histone deacetylase (HDAC) enzymes,
selective HDAC enz’ymeq a Factor V1la inhibitor targeting a tumor signaling pathway involved in angiogenesis, tumor
growth and metast'ases and B-cell associated tyrosine kinase inhibitors potentially useful for the treatment of
lymphomas and aulolmmune diseases. Total consideration paid was $6,647,000 which consisted of 1,000,000 shares of
our common slock‘ $2,000,000 of cash and $147,000 of transaction costs. Future milestone payments under the
agreement could total as much as $144 million, although we currently can not predict if or when any of the milestones
will be achieved. In addition, Cetera will also be entitled to royalty payments in the mid- to high single digits based on
annual sales of any tdrugs commercialized from these programs. :

Patents and Proprietary Technology

We believe our success depends upon our ability to protect our proprietary technotogy. We, therefore, aggressively
pursue, prosecute, protect and defend patent applications, issued patents, trade secrets, and licensed patent and trade
secret rights coveri;ng certain aspects of our technology. '

N / . . ' + ' - + . y +
QOur patents, plalem applications, and licensed patent rights cover various compounds, pharmaceutical formulations
and methods of use. Pharmacy¢lics owns or licenses rights to: '

» 8l issued; U.S. patents; and
e 29 other 1pending U.S. patent applications.

These issued U.S. patents expire between the years 2009 and 2022. In addition, Pharmacyclics owns or licenses
approximately ll7 foreign patents, including 82 patents issued in various European countries, more than 100 pending
non-U.S. patent apphcanons filed under the Patent Cooperation Treaty, with the European Patent Office, and nationally
in Canada, Japan, Australia and other countries.

We may be junsuccessful in prosecuting our patent applications or patents may not issue from our patent
applications. Even' if patents are issued and maintained, these patents may not be of adequate scope to benefit us, or may
be held mvahd and unenforceable agalmt third parties. ) -

.

We also rely, upon trade secrets, technical know-how and continuing technologncal innovation to develop and
maintain our competitive position. We require all of our employees, consultants, advisors and the like to execute
appropriate conﬁdennallty and assignment-of-inventions agreements. These agreements typically provide. that all
materials and confidential information developed or made known to the individual during the course of the individual’s
relationship with l.llS is to be kept confidential and not disclosed to third parties, except in spccaﬁc mrcumstances and that
all 1nvennons arising out of the relationship with Pharmacyclics shall be our exclusive property
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Research and Development . C o o '

' .The majority of our operating expenses to date have been related to research and development, or R&D, R&D
expenses consist of independent R&D caosts and costs associated with collaborative R&D. R&D expenses were $25.7
million in fiscal 2006, $25.0 miilion in fiscal 2005, and $24.4 million in fiscal 2004. In fiscal 2006, we recorded
$6,647,000 of purchased in-process research and expense associated with the acquisition of drug candidates from Celera.

' ' . i

Marketing and Sales ) . - ' i

We currenlly have no marketmg, sales or dlstnbutlon capabllmes, but we plan to build ,these capabllmes 1n the
United States. We plan to enter, mto hcensmg arrangements thal w1ll include pr0v1310ns for the marketmg saleq and
distribution of our products outside the United States.

se - . - .
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Manufacturmg

PR 4

* We currently use lhll‘d parties to manufacture various components of our products under development. We have
entered into comrmercial supply agreements with three manufacturers who each manufacture a separate compenent
related 1o the complete manufacturing of our motexafin gadolinium drug substance. We have also entered into a
commercial supply agreement for the formulation, filling, packaging and labeling of commerc1al quammes of motexafin
gadolinium drug product.

+

Competition . . .- -

. f . v
4 . . - )
. A . ‘s .

"\We face intense competition from pharmaceutical companies, universities, governmental-entities and others in the
development of therapeutic'and diagnostic agents for the treatment of diseases which we target. . o

Although the FDA has not yet approved any agenits for the treatment of brain metastases, we expect significant
competition in this field, as we believe that one or more companies are developing and 'testing products which may
compete directly with our Xcytrin ‘product under development. These companies may succeed in:developing
technologies and products that are more effective than ours or would render our products or technologies obsolete.
Stereotacuc radlosurgery, or delivery of high doses of focused radiation, is being used 10 treat brain metastases. Although
currently used in limited clinical situations, use of stereotactic radlosurgery is expected to increase, See “Risk Factors
-— We face rapld technologlcal change and intense competmon

We also face intense competition in developing and commercializing drugs for the treatment of cancer with HDAC
inhibitors, tyrosine kinase inhibitors and anti-angiogenesis compounds

Government Regulation and Preduct Approval Process :

The FDA'and comparable regulatory agencies in state and local jurisdictions and in foreign countries impose
substantial requirements upon the clinical development, manufacture and marketing of pharmaceutical products. These
agencies and other federal, state and local entities regulate research and development activities and the testing,
manufacture, quality control, safety, effectiveness, labeling, storage, record keeping, approval,: advertising and
promotion of our product candidates. Failure to comply with FDA requirements, both before and after product approval,
may subject us to administrative or judicial sanctions, including but not limited to, FDA refusal to approve pending
applications, warning letters, product récails, product seizures, or total or partial suspension of production or distribution,
fines, mjunctlons or civil or cnmlna] penalues

" The process required by the FDA before our products may be marketed in the U.S. generally 1nvolves the followmg
. compleuon of preclmlcal laboratory and anlma! tests;

s submission of an [nvesugauonal New Drug (IND) application, which must become effectwe before clinical
trials may begin; . * :

. perfonnance of adequate and well- control]ed human clinical tnals to establish the safety and efﬁcacy for edCh

'mtended use; l o




s  submission to the FDA of a New Drug Application (NDA); and

e satisfactory compietion of an FDA pre-approval inspection of the manufacturing facility or facilities at which
the producg candidate is made to assess compliance with the FDA’s current good manufacturing practice
(cGMP) regulations. ' B

" The testing and approval process requires substantial time, effort, and financial resources; and we cannot be certain
that any approval will be granted on a timely basis, if at all.

Preclinical tests!include laboratory evaluation of the product, its chemistry, formulation and stability, as well as
animal studies to assess the potential safety and efficacy of the product. We then submit the results of the preclinical tests,
together with manufactiring information and analjtical data, to the FDA as part of an IND, which must become effective
before we may begin: human clinical trials. The IND automatically becomes effective 30 days after receipt by the FDA,
unless the FDA, within the 30-day time period, raises concerns or questions about the conduct of the trials as outlinf;d in
the IND, including concerns that human research subjects will be exposed to unreasonable health risks. In such a case,
the IND sponsor and the FDA must resolve any outstanding concemns before clinical trials can begin. Our submission of
an IND may not-result in FDA authorization to commence clinical trials. Further, an independent Institutional Review
Board at the medical center proposing to conduct the clinical trials must review and approve any clinical study.

Hurnan clinicall trials are typically conducted in three sequential phases which may overlap:

*  Phase I: The drug is initially introduced into healthy human subjects or patients and tested for safety, dosage
tolerance, :absorption, metabolism, distribution and excretion.

1

& Phase 2: Involves studies in a limited patient population to identify possible adverse effects and safety risks,
to evaluate preliminarily the efficacy of the product for specific targeted diseases and to determine dosage
tolerance and optimal dosage.

L

e  Phase 3: ‘When Phase 2 evaluations demonstrate that a dosage range of the product may be effective and has
an accept;’able safety profile, Phase 3 trials are undertaken to further,evaluate dosage and clinical efficacy and
to furthertest for safety in an expanded patient population at geographically dispersed clinical study sites.

In the case of|products for severe or life-threatening diseases such as cancer, the initial human testing is often
conducted in patients rather than in healthy volunteers. Since these patients already have the target disease, these studies
may provide initial evidence of efficacy traditionally obtained in Phase 2 trials and thus these trials are frequently
referred to as Phase 1/2 trials. We cannot be certain that we will successfully complete Phase 1, Phase 2 or Phase 3
testing of our proéiuct candidates within any specific time period, if at all. Furthermore, the FDA, the relevant
Institutional Review Board or the sponsor may suspend clinical trials at any time on various grounds, including a finding
that the subjects orlpatients are being exposed to an unacceptable health risk. . -

The results oﬂ product development, preclinical studies and clinical studies are submitted to the FDA as part of a
New Drug Applica;tion, or NDA, for approval of the marketing and commercial shipment of the product. The FDA may
not accept the NDA for review if the applicable regulatory criteria are not satisfied .or may réquire additional clinical
data. Even if such data are accepted for filing, the FDA may ultimately decide that the NDA does not satisfy the criteria
for approval. In addition, before approving an NDA, the FDA will inspect the facilities at ‘which the product is
manufactured and will not approve the product unless the facility is in substantial compliance with ¢cGMP regulations.
Once issued, the FDA may withdraw product approval if compliance with regulatory standards is not maintained or if
problems occur after the product reaches the market. In addition, the FDA may require testing and surveillance programs
to monitor the effect of approved products which have been commercialized, and the agency. has the power to prevent
or limit further marketing of a product based on the results of these post-marketing programs. o

We have utilifzed the procedure called “Special Protocol Assessment” for Xceytrin, Under this procedure, a sponsor
may seek the FDA's agreement on the design and size of a clinical trial intended to form the primary basis of an
effectiveness claim. If the FDA agrees in writing, its agreement may not be changed after the trial begins, except in
limited circumstaﬁces. such as when a substantial scientific issue essential to determining the safety and effectiveness of
a product candidafe is identified after a Phase 3 trial is commenced. If the outcome of the trial is successful, the sponsor
will ordinarily be able to rely on it as the primary basis for approval with respect to effectiveness. While we have received

i
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FDA’s agreement on a Special Protocol Assessment for the Phase 3 SMART trial assessing Xcytrin, the trial failed to
meet its primary endpoint.

In November 2003, the FDA also granted “fast track” designation to Xcytrin for the treatment of brain metastases
from lung cancer. “Fast track” products are those cancer therapies and other thcraplcs intended to treat severe or life-
threatening diseases. Under the fast track program, the sponsor of a new drug may request the FDA to designate a drug
for a specific indication as a fast track drug concurrent with or after the IND is filed for the product candidate. Under a
fast track designation, the FDA may initiate review of sections of an NDA before the application is complete. This rolling
review is available if the applicant provides, and the FDA approves, a schedule for the submission of the remaining
information and the applicant pays applicable user fees. However, the time period specified in the Prescription Drug User
Fees Act, which governs the time period goals the FDA has committed to reviewing an application, does not begin vntil
the complete application is submitted. Additionally, a fast track drug may qualify for priority review by the FDA, Under
FDA priority review policies, a drug is eligible for priority review, or review within a six month time frame from the
time a complete NDA is accepted for filing, if the product provides a significant improvement compared to marketed
products in the treatment, diagnosis, or prevention of a disease. A fast track designated drug would ordinarily meet the
FDA's criteria for pricrity review. We cannot guaraniee any of our products will receive a priority review designation, or
if a priority review designation is received, that review or approval will be faster than conventional FDA procedures, or
that FDA will ultimately grant product approval. These FDA policies are intended to facilitate the development, expedite
the review, and shorten the total time for marketing approval for cancer therapies and other therapies intended 1o treat
severe or life- threatenmg diseases.

- The FDA has also designated Xcytrin as an orphan drug for the treatment of brain metastases arising from solid
turnors. Under the FDA’s orphan drug regulations, the FDA may designate a drug candidate as an orphan drug if it is
intended for the treatment of a rare disease or condition affecting fewer than 200,000 people in the United States, or if the
disease or condition occurs so infrequently that there is no reasonable expectation that the costs of the drug development
and marketing will be recovered in future sales of the drug in the United States. Orphan drug designation does not convey
any advantage in, or shorten the duration of, the regulatory approval process. If a product which has orphan drug
designation subsequently receives the first FDA approval for the indication for which it has such designation, the sponsor
is entitled to seven (7) years of marketing exclusivity after FDA approval during which time another sponsor may not
obtain FDA approval to market the same drug for the same indication, unless the other sponsor demonstrates to the FDA
that its product is clinically superior to the orphan drug. Orphan drugs are also typically eligible for tax credits for clinical
research and are exempt from fees 1mposed when an application to approve the product for marketing is submitted.

Sansfacuon of the above FDA requirements or similar requirements of state, local and foreign regulatory agencies
typically takes several years and the actual time required may vary substantially, based upon the type, complexity and
novelty of the pharmaceutical product. Government regutation may delay or prevent marketing of potential products for a
considerable period of time and impose costly procedures upon our activities. We cannot be certain that the FDA or any
other regulatory agency will grant approval for any of our products under development on a timely basis, if at all. Success
in preclinical or early stage clinical trials does not assure success in later stage clinical trials. Data obtained from preclinical
and clinical activities is not always conclusive and may be susceptible to varying interpretations which could delay, limit
or prevent regulatory approval. Even if a product receives regulatory approval, the approval may be significantly limited
to specific indications. Further, even after regulatory approval is obtained, later discovery of previouslff unknown problems
with a-product may result in restrictions on the product or even complete withdrawal of the product from the market.
Delays in obtaining, or failures to obtain regulatory approvals would have a material adverse effect on our business.
Marketing our products abroad will require similar regulatory approvals and is subject to similar risks, In addition, we
cannot predict what adverse governmental regulations may arise from future U.S. or foreign governmental action.

Any products manufactured or distributed by us pursuant to FDA approvals are subject to pervasive and continuing
regulation by the FDA, including record-keeping requirements and reporting of adverse experiences with the drug. Drug
manufacturers and their subcontractors are required to register their establishments with the FDA and certain state
agencies, and are subject to periodic unannounced inspections by the FDA and certain state agencies for compliance wnh
Good Manufacturing Practice regulations, which impose certain procedural and documentation requirements upon us
and our third-party manufacturers. We cannot be certain that we or our present or future suppliers will be able to comply
with the current Good Manufacturing Practice, or cGMP, regulations and other FDA regulatory requirements.
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. The FDA regulates drug labeling and promotion activities. The FDA has actively enforced regulations prohibiting
the marketing of products for unapproved uses. The FDA will permit the promotion of a drug for an unapproved use in
certain circumstances, but subject to very stringent requirements, We and our products are also subject to a variety of
state laws and regulations in those states or localities where our products are or will be marketed. Any applicable state
or local regulations may hinder our ability to market our products in those states or localities. We are also subject to
numerous federal, state and local laws relating to such matters as safe working conditions, manufactui’i‘ng practices,
environmental protection, fire hazard control, and disposal of hazardous or potentially hazardous substances. We may
incur significant costs to comiply, with such laws and regulations now or in the futu're._ ' '

The FDA's policies may change and additional government:regulations may, be enacted which could prevent or
delay regulatory approval of our potential products. Moreover, increased attention to the containment of health care costs
in the U.S. and in foreign markets could result in new government regulations which could have a materia) advérse effect
on our business. We:cannot predict the likelihoed, nature or extent of adverse governmental regulation which might arise
from future legislative or administrative action, either in the U.S. or abroad.

C

Third-Party Payor Coverage and Reimbursement

Sales of pharmaceutical products depend in significant part on the availability of coverage and reimbursement from
government and other third-party payors, including the Medicare and Medicaid prozgram‘s. Third-party payors are
increasingly challenging the pricing of pharmaceutical products and may not consider Qu_Fpl"odhcts cost-effective or may
not provide coverage of and reimbursement for our products, in whole or in part. In the 'United States, there have been
and we expect there will continue 10 be a number of legislative and regulatory proposals.to change the healthcare system
in ways that could significantly affect our business. For instance, on December 8, 2003, President Bush signed into law
the Medicare Prescription Drug, Improvement and Modernization Act of 2003, or MMA, which, among other things,
established a new prescription drug benefit beginning January 1, 2006 and changed reimbursement for:certain oncology
drugs under existinlg benefits. It remains difficult to predict the full impact that the MMA>will have on us and our
industry. Furthermore, we cannot predict the impact on our business of any legislation or regulations that may be enacted
or adopted in the future. . . " .

) v T . '

Employees

As of June 30, 2006, we had 114 employees, two of whom were part-time. One hundred one of our employees are
engaged in researchl, development, preclinical and clinical testing, manufacturing, quality assurance and quality control
and regulatory affairs and 13 in finance and administration. Twenty-three of our employees have an M:D. or Ph.D.
degree. Our future Ipf:rfoanrmnce: depends in significant part upon the continued service of our key scientific, technical
and senior management personnel, none of whom is bound by an employment agreement requiring-service for any
defined period of time. The loss of the services of one or more of our key employees could harm our business. None of
our employees are represented by a labor union. We consider our relations with our employees to be good. v

* ' . 1

Available lnforma}ion

T . 3

We were incorporated in Delaware in 1991 and commenced operations in 1992 -

We file electronically with the Securities and Exchange Commission, or SEC, our annual reports on Form 10-K,
quarterly interim reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports pursuant to
Section 13(a) or 15(d) of the Securities Exchange Act of 1934. We maintain a site on the worldwide web at
www.pcyc.com; however, information found on our website is not incorporated by reference into this report. We make
our SEC filings available free of charge on or through our website, including our annual report on Form 10-K, quarterly
interim reports on Form 10-Q, current reports on Form 8-K and amendments to those rgpérts' filed or furnished pursuant
to Section 13(a) or 15(d) of the Exchange Act of 1934 as soon as reasonably practicable after we electronically file such
material with, or furnish it to, the SEC. Further, a copy of this annual report on Form 10-K is located at the Securities
and Exchange Commission’s Public Reference Room at 100 F Street, N.E., Washington, D.C. 20549, Information on the
operation of the Public Reference Room can be obtained by calling the Securities and Exchaﬁge Commission at 1-800-
SEC-0330. The Securities and Exchange Commission maintains a website that contains teports, proxy and information
statements and other information regarding our filings at www.sec.gov. o ‘ ‘

12




In 2004, we adopted a code of ethics that applies to our officers, directors and employees, including our principal
executive officer, principal financial officer and principal accounting officer. We have posted the text of our code of
ethics on our website at www.pcyc.com in connection with “Investor” materials. In addition, we intend to promptly
disclose (1) the nature of any amendment to our code of ethics that applies to our principal executive officer, principal
financial officer, principal accounting officer, or persons performing similar functions and (2) the nature of any waiver,
including an implicit waiver, from a provision of our code of ethics that is granted to one of these specified officers, the

name of such person who is granted the waiver and ‘the date of the waiver on our website in the future.
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Item 1A. Risk f‘actors ‘ . . I S R
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| ' RISK FACTORS ‘
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- You should carefully consider these risk factors as each of these risks.could adversely affect our business, operating
results and financial condition. : Cee e N R A -
' o gl T L T TN L L RO T
. Risks Related to Pharmacyclics ’ .

|
)

! .
All of our product candidates are in development, and we cannot be certain that any of our products under

development will ble commercialized. '

To be profitable, we must successfully research, develop, obtain regulatory approval for, manufacture, introduce,
market and distribite our products under development. The time frame necessary to achieve these goals for any
individual productlis long and uncertain. Before we can sell any of our products under development, we must
demonstrate to the satisfaction of the FDA and regulatory authorities in foreign markets through the submission of
preclinical (animal) studies and c¢linical (human) trials that each product is safe and effective for human use for each
targeted disease. W'e have conducted and plan to continue to conduct extensive and costly clinical trials to assess the
safety and effectiveness of our potential products. We cannot be certain that we will be permitted to begin or continue
our planned clinical trials for our potential products, or if permitted, that our potential products will prove to be safe and
produce their intended effects. )

The completion rate of our clinical trials depends upon, among other factors, the rate of patient enroliment, the
adequacy of patie}n follow-up and the completion of required clinical evaluations. Many factors affect patient
enrollment, includilng the size of the patient population, the proximity of patients to clinical sites, the eligibility criteria
for the trial, compe;ting clinical trials and new drugs or procedures used for the conditions we are investigating. Other
companies are conducting clinical trials and have announced plans for future trials that are seeking or are likely to seek
patients with the same diseases that we are studying. We may fail to obtain adequate levels of patient enrollment in our
clinical trials. Delalys in planned patient enrollment may result in increased costs, delays or termination of clinical trials,
which could have!a material adverse effect on us. Many factors can affect the adequacy of patient foliow-up and
completion of reqlilired.clinical evaluations, including failure of patients to return for scheduled visits or failure of
clinical sites to complete necessary documentation. Delays in or failure to obtain required clinical follow-up and
completion of clinical evaluations could also have a material adverse effect on the timing and outcome of our clinical
trials and product épprovals.

+

Additionally, clinical trials require substantial administration and monitoring. We may fail to effectively oversee
and monitor the va:rious trials we have underway at any particular time which would result in increased costs or delays
of our clinical trials. ' :

Data already |obtained from preclinical studies and clinical trials of our products under development do not
necessarily predict the results that will be obtained from later preclinical studies and clinical trials. Moreover, data from
clinical trials we are conducting are susceptible to varying interpretations that could delay, limit or prevent regulatory
approval. A number of companies in the pharmaceutical industry have suffered significant setbacks in advanced clinical
trials, even after pl:'omising results in earlier trials. The failure to adequately demonstrate the safety and effectiveness of
a product under development could limit or prevent regulatory approval of the potential product and would materially
harm our business. Our clinical trials may not demonstrate the sufficient levels of safety and efficacy necessary to obtain
the requisite regulz:nory approval or may not result in marketable products. The outcome of the Phase 3 SMART trial did
not reach statistical significance for the primary endpoint, which may limit or prevent the regulatory approval of Xcytrin
as a treatment forfbrain metastases in patients with lung cancer and may result in material harm to our business. The
outcomes of our other ongoing Phase 1 and Phase 2 trials with Xcytrin for additional cancer indications may not provide
sufficient data sup'porting advancement of the development of Xcytrin for these additional cancer indications and also
may result in material harm to our business. '

l
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To generate revenue, we will depend on FDA approval of our-lead preduct candidate, Xcytrin for the potential
treatment of non-small cell lung cancer patients with brain metastases, If we are unable to prepare and timely .
file the planned NDA for this product candrdate and obtain FDA approval, our ability to generate revenue will
be srgnlﬁcantly delayed. ; '

Our ability to generate revenue wrll depend -on the successful development regulatory approval and
commercialization of Xcytrin. In December 2005, we announced the top line results of our pivotal Phase 3 clinical study
of Xcytrin for the potential treatment of non-small cell lung cancer (NSCLC) patients with brain metastases. Although
pauents receiving Xcytrin had a longer time to neurologic progression (TNP), the study ] pnmary endpoint, the

d1fference compared to patlents m ‘the control arm d1d not reach statistical sxgmﬁcance )
tt

g Although we have received a-Special Protocol Assessment (SPA) from the FDA for our Phase -3 SMART trial, the
study did not meet its primary endpoint with statistical significance. Based on our.ongoing review of the data from the
SMART trial, we plan to submit a New Drug-Application (NDA) to-the-FDA for the potential’ treatment of NSCLC
patients with brain'metastases. In meetings with FDA in early 2006, FDA noted that the applicable review Division has
not approved drugs based on the results of non-pre-specified subgroup analyses when the trial has failed to meet its
pnmary endpoint. FDA discouraged the subrrussron of an NDA based on subset analyses from the SMART trial.
However in subsequent meetmgs wnh TFDA and further revrew of the data the Agency indicated a w1llmgness to review

an NDA based on analyses which mc]ude all of the data!’ ’
- !

There can be no assurance. that we can prepare and submit an NDA in a txmely manner or at all. We have limited
experience in preparing, filing, and pursuing applications necessary to gain regulatory. approvals. The preparation of an
NDA requires a great deal of effort and expertise, and if we do not secure the necessary resources and hire and retain
personanel having the requisite expertrse to prepare and submit the NDA, the filing of the NDA would be delayed.
Further, if an NDA is submitted by the company, there can be no assurance that it will be accepted for filing by the FDA.
If the FDA determines after an initial review ofithe NDA that the data included in the application is insufficient and not
ready for formal conelderatlon we could receive a “refuse to file” notice. The FDA has substantial discretion in the
approval process and may drsagree "with ‘our mterpretauon of the data from thé Phase'3 SMART trial. Theé FDA could
also require that we conduct additional studies and submit that data before it will reconsider our application, which
would require us to expend more resources than we planned or that are available to us, and could substantially-delay any
approval of our.application. If the FDA is not satisfied with data included in our NDA, we may need to expend additional
resources or conduct additional stidies, including clinical trials, to obtain data that the FDA believes is sufficient. It is
also possible that additional studies-may not suffice to make our application ‘approvable. Even ifthe NDA is accepted
for filing by the FDA, there can be no assurance that it would be approved in a timely manner.or at all. - '

. . . .
o . . 1
F N . B - . -

We have a history of operating losses and we expect to continue to have losses in the future. e

_ We have mcurred srgmﬁcant operarmg losses since” our’ mcepnon in 1991 and; as of June 30, 2006, had an
accitmulated deﬁcrt of approxrmately $288 9 mllhon We expect to continue to incur ‘substantial additional operating losses
until such time, if ever, as the commercialization of our products generates sufﬁmenl revenues to caver our expenses. Our
achieving profitability depends upon our ability, alone or with others, to successfully complete the development of our
products, and to obtain required regulatory approvals and to successfully manufacture and market our proposed products.
If cur lead product Xcytrin, fails to réceive regulatory approval on a timely basis, or'at all our abrhty to become proﬁtable
would be materially impacted: To date, we have not generated revenue from the commercial sale of our products.

Failure to obtain pmduct approvals or comply wrth ongoing govemmental regulatmns could adversely affect
our business, i « . P . A N

The manufacture and marketmg of our prfoducts and our research and developmenl activities are SUb_]ECt to extensive
regulation for safety, efficacy and quality by numerous government aurthoritiés in the United States and abroad. Before
receiving FDA approval to market a product, we will have to démonstrate to the satisfaction of the FDA that the product
is safe and effective for the patient population and for the diseases that will be.treated. Clinical trials, and the
manufacturing“and 'marketing of products,.are subject to the rigorous testing and approval process of the FDA and
equivalent foreign regulatory authorities. The Federal Food, Drug and Cosmetic Act and other federal, state and foreign
statutes and regulations govern and influence the testing, manufacture, labeling, advertising, distribution and promotion
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of drugs and medlcall devices. As a result, clinical trials and regulatory approval can take\a number of years to accomplish
and require the expenditure of substantial resources. ' N :

Data obtamed'from ‘clinical trials are susceptible to varying imerpretations that could delay, limit or prevent
regulatory approva]s Data from our completed Phase 3 SMART trial may not be sufficient to obtain regulatory approval
of our planned NDA for the potential treatment of NSCLC patients with brain metastases. Conducting additional trials
will cause significaft delays in approval and consume addmonal resources and may not be sufﬁcrent to obtain regulatory
approval. ! :

N\

In addition, we may encounter delays or rejections based upon additional govemment regulauon from fature
legislation or admmlstratwe action or changes in FDA policy during the period of producl development, clinical trials
and FDA regulatory review. The fast-track designation that we have received.for our Phase 3 SMART ftrial of Xcytrin
may not actually lead to a faster development, regulatory review, or approval process. We may encounter similar delays
in foreign countries. We may be unable to obtain requisite approvals from'the FDA and foreign regulatory authorities -
and even if obtamed such approvals may not be received on a timely basis, or they may not cover the clinical uses that
we specify. ‘ ‘ _ ’ '

Furthermore, regulatory approval may entail ongoing requ1rements for post- markenng studies. The manufacture
and marketing of drugs are subject to continuing FDA and foreign regulatory review and later discovery of previously
unknown problems|with a product, manufacturer or facility may result in testrictions, including withdrawal of the
product from the mlarket Any of the following events, if they were to occur, could delay or preclude us from further
developing, marketmg or realizing full commercial use of our products, which in tum would have a matenal adverse
eﬂ"ect on our busmess financial condition and results of operations: Co

e failure to obtarn and thereafter maintain requisite govemmental approvals
s fajlure to obtam approvals for specific indications of our produets under development; or
. identiﬁcalion of serious and unanticipated adverse side effects in our products under development.

Any regu]atoryI approval that we receive for a product candidate may be subject to limitations on the indicated uses
for which the product may be marketed. In addition, if the FDA and/or foreign regulatory agencies approve any of our
product candidates, the labeling, packaging, adverse event reporting, storage, advertising and promotion of the product
will be subject to extensnve regulatory requirements. We and the manufacturers ‘of our product candidates must also
comply with the applrcable FDA Good Manufacturing Practice (“GMP") regulations, which include quality control and
quality assurance requrrements as well as the corresponding maintenance of records and documentation. Manufacturing
facilities are subject to ongoing periodic inspection by the FDA and corresponding state agencies, including
unannounced mspectlons, and must be licensed before they can be used in commercial manufacturing of our products.
We or our present or future suppliers may be unable to comply with the apphcable GMP regulations and other FDA
regulatory requirements. Failure of our suppliers to follow current Good Manufactunng Practice or other regulatory
requirements may lead to significant delays in the availability of products for commercial or clinical use and could
subject us to fines, mjunctlons and civil penalties. O ‘

We will need substantlal additional financing and we may have dlfﬁculty ralsmg needed capital in the future,

We have expended and will continue to expend substantial funds to complete the research development and clinical
testing of our prodlucts We will expend additional funds for these purposes, to establish additional clinical and
commercial-scale manufacturing arrangements and to provide for the- marketing and distribution of our products.
Specifically, we will require additional funds to commercialize our product. Even if we are able to develop Xcytrin
successfully in lrght: of the recent results from our Phase 3 clinical study, we expect additional development efforts and
clinical trials will extend the timeline for development and will result i substant1al addmonal expenses. We may be
unable to fund theset efforts with our current financial resources.

Additional funds may not be available on acceptable terms, if-at all. If adequate funds are unavailable on a timely
basis from operauons or additional sources of financing, we may have to delay; reduce the scope of or eliminate one or
more of our research or development programs which would matenally and adversely affect our business, financial
condition and operatlons :
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We believe that our cash, cash equivalents and marketable securities will be adequate to satisfy our capital needs
through at least the next twelve months, We. may, however, choose to raise addmonal funds before then. Qur actual
capital requirements will depend on many faclors including:

s continued progress of our research and development prdgllams;

s our ap'!lily to establish collaborative arrangements and main§ain exi.sting ones;

e  progress with preclinical studies and clinical trials; o o

*  the time and costs involved in obtaining regulatory approval; - . !

e the costs involved in preparmg, filing, prosecuting, maintaining and enforcing patent clalms

. _{he amount and timing of capltal equtpment purchases

1 ]
v

¢ competing technological and market developments; and
L] A .
*  our ability to market and distribute our products and establish new licensing arrangements.

In August 2006, we entered into a common stock purchase agreement with Azimuth Opportunity Ltd., which
-provides .that, upon the terms and subject to the conditions set forth in the purchase agreement, Azimuth is committed
to purchase up to $20 million of our common stock, or 4,189,337 shares, whichever occurs first, at a discount of 5% to
7%, to be determined based on our market capitalization at the start of each sale period. The term of the purchase
agreement is 18 months. Upon each sale of our common stock to Azimuth under the purchase agreement, we have also
agreed to pay Reedland Capital Partners a placement fee equal to one percent of the aggregate dollar amount of common
stock purchased by A21mulh Even though we have entered into this purchase agreement with Azimuth, Azimuth would
not be required to purchase our common stock if the price of our common stock falls below $3.00 per share. In addition,
the number of shares we are permitted to sell to Azimuth is limited by applicable NASDAQ rules. Furthermore, we may
decide not to sell any shares of our common stock pursu:;mt to this agreemenl

We may seek to raise any necessary additional funds through equity or debt ﬁnancmgs collaborauve arrangements
with. corporate ipartners.or other sources that may be dilutive to existing stockholders or subject us to restrictive
covenants. In addition, in the event that additional funds are obtained through arrangements with collaborative partners
or other sources, such arrangements may require us to relinquish rights to some of our technologies, product candidates
or products under development that we would otherwise seek to develop or commercialize ourselves.

Acceptance of our products in the marketplace is uncertain, and failure to achleve market acceptance w11|
harm our busmess.

Even if approved for marketing, our products may not achieve market acceptance, The degree of market acceptance
‘will depend upon a number of factors, including: Lo : .

*  the recelpt of regulatory approvals for the mdlcallons that we are studying, and the aeceptan&,e by physicians
and patients of the clinical beneﬁls. that our products may offer;

¢  the establishment and demonstranon in the medical community of the safety, clinical efficacy and cost-
\_\_ effectiveness of our products and their potential advantages over existing therapeutic products; - "

. ”arketlng and distribution support;
. the mtroduction market penetratlon and pncmg strategles of competing and future products and

¢ coverage and relmbursemem policies of governmental and other third-party payors such as insurance

compames health mamtehance orgamzanom and other plan admmlstralors
'

*Physu:lans patients, payors or'the \sdical community in geneml may be unw:]hng 10 accept, purchase utilize or
- recommend any of our products. * . e N .

.




!
!

1

We may fail to ade’quately protect or enforce our intellectual property rights or secure rights to third-party patents.
We face nsks and uncertainties related to our intellectual prOperty rights. For example: o !
s we may be unable to obtain or mamlam patent or other intellectual property protection for any products or
processes that we may develop,

e third parties may obtain patents covering the manufacture, use or sale of these products, which may prevent
us from commercializing any of our products under development globally or in certain regions; and

*  any future patents that we may obtain may not prevent other companies from competing with us by designing
their products or conducting their activities so as to avoid the coverage of our patents.

A number of third-party patent applications have been published, and some have issued, relating to expanded
porphyrin chemistries. It is likely that competitors and other third parties have and will continue to file apphcanons for and
receive patents relatmg to similar or even the same compositions, methods or designs as those of our products. If any third-
party patent claims are asserted against our products and are upheld as valid and infringed by our products, we could be
prevented from practicing the subject matter claimed in such patents and therefore from developing or commercializing our
products, require license(s) or have to redesign our products or processes to avoid infringerent. Such licenses may not be
available or, if avallable may not be on terms acceptable to us. Altemnatively, we may be unsuccessful in any attempt to
redesign our products or processes to avoid infringement. Litigation or other legal proceedings may be necessary to defend
against claims of infringement, to enforce our patents, or to protect our trade secrets, and could result in substantial cost to
the company and diversion of our efforts. -

We are aware of several U. S. patents owned or licensed by Schering AG that relate to pharmaceutical formulations
and methods for enlhancmg magnetic resonance imaging. Even though we have obtained the opinion of outside patent
counsel that our cancer treatment compounds do not infringe any valid, unexpired claims of such patents, Schering AG
may still choose to assert one or more of those patents. If any of our products were legally determined to be infringing
a valid and enforceable claim of any of Schering AG’s patents, our business could be materially adversely affected.
Further, any allegation by Schering AG that we infringed their patents would likely result in significant legal costs and
require the diversion of substantial management resources. We are aware that Schering AG has asserted patent rights
against at least onelother company in the contrast agent imaging market and that a number of companies have entered
into licensing arrangemenls with Schering AG with respect to one or more of such patents. We cannot be certain that we
would be successful in defending a lawsuit or able to obtain a license on commercially reasonable terms from Schering
AG, if required.

We also rely upon trade secrets, technical know-how and continuing technological innovation to develop and
maintain our competitive position. Although we take steps to protect our proprietary rights and information, including
the use of confidentiality and other agreements with our employees and consultants, and in our academic and
commercial relation‘ships, these steps may be inadequate, these agreements may be violated, or there may be no adequate
remedy available for a violation, Furthermore, our competitors may independently develop substantially equivalent
proprietary mformanon and techniques, reverse engineer our information and technigues, or otherwise gain access to our
propnetary technology We may be unable to meaningfully protect our rights in unpatented proprietary technology.

We rely heavily on third parties for pmcluct and clinical development of our products. - -

We currently depend heavily and will depend heavily in the future on .third parties for s_upport’ in product
development and clinical development of our products. The termination of a significant number of our existing
collaborative arrangements, or our inability to establish and maintain collaborative arrangements could have a matenal ~.
adverse effect on our ability to complete clinical development of our products. /"' .

-

We rely on contract clinical research organizations, or CROs, for varigus ‘;SpCCtS of our clinical developmem
activities including clinical trial monitoring, data collection and data managefr.:t As a result, we have had and continue
to have less controlover the conduct of clinical trials, the timing and comp/tion of the trials, the required reporting of
adverse events and the management of data developed through the trial thary “would be the case if we were relying entirely
upon our own staff. Although we rely on CROs to conduct some of our clinical trials, we are responsible for confirming
that each of our clinical trials is conducted in accordance with the investigational plan and protocol. Moreover, the FDA

-
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and foreign regulatory agencies require us to comply with regulations and standards, commonly referred to as good
clinical practices, for conducting, recording and reporting the results of clinical trials to assure that the data and results
are credible and accurate and that the trial participants are adequately protected. Our reliance on third parties does not
relieve us of these responsibilities and requirements.

Out51de pames may have staffing difficulties, may undergo changes in priorities or may become ﬁnanc1ally
distressed, adversely affecting their willingness or ability to ‘conduct our trials. We may experience unexpected cost
increases that are beyond our control. Any failure of such CROs to successfully accomplish clinical trial monitoring, data
collection and data management and the other services they provide for us in a timely manner and in compliance with
regulatory requirements could have a material adverse effect on our ability to complete clinical development of our
products and obtain regulatory approval. Problems with the timeliness or quality of the work of a CRO may lead us to
seek to terminate the relationship and use an alternate service provider. However, making such changes may be costly
and may delay our trials, and contractual restrictions may make such a change difficult or impossible. Additionally, it
may be difficult to find a replacement orgamzatlon that can conduct our trials in an acceptable manner and at an
acceptable cost.’ ' 2 ‘

We lack the resources, capability and experience necessary to manufacture pharmaceuticals and thus rely
heavily upon contract manufacturers. ‘

We have no manufacturing facilities and we currently rely on third parties for manufactuering and storage acuvmes
related to all of our products in development. Our manufacturing strategy presents the following risks:

¢ delays in scale-up to quantities needed for multiple clinical trials, or failure to manufacture such quantities to
our specifications, or deliver such quantitics on the dates we require, could cause delay or suspension of
cllmcal trials, regulatory submissions and commercialization of our products in developmcnt

*  there'is no guarantee that the supply of clinical materials can be maintained during the clinical development
- of our product candidates; -+ ¢

¢ our current and future manufacturers are subject to ongoing periodic unannounced inspections by the FDA and
corresponding regulatory agencies for compliance with strictly enforced current Good Manufacturing Practice
and similar foreign standards. Failure to pass these inspections could have a material adverse effect on our
ability to produce our products to support our operations;

s  if we need to.change to other commercial manufacturing contractors, there is no guarantee that we will be able
to locate a suitable replacement contractor. The FDA and comparable foreign regulators must approve material
manufactured by these contractors prior to our use. This would require new testing and compliance
inspections. The new manufacturers would have to practice substantially equivalent processes for the
production of our products;

.

*  our current manufacturers might not be able to fulfill our commercial needs, which would require us to seek
" new manufacturing arrangements and may result in substantial delays in meeting market demand; and

*  any disruption of the ability of our manufacturing contractors to supply necessary quantities of our products
could have a material adverse effect on our ability to support our operations. .

Any of these factors could delay clinical trials or commercnahzauon of our products under developmem and erltall
higher costs.

We lack marketing, distribution and sales experience. I

. We have no experience marketing, selling or distributing products and currently lack the internal éapability to do so.
If any of our product candidates are approved by the FDA, we will need a sales force with technical expertise prior to the
commercialization of any of our product candidates. We have no experience in developing, training or managing a sales
force. We will incur substantial additional expenses in developing, training and managing such an organization. We may be
unable to bmld such a sales force, the cost of establlshmg such a sales force may exceed any product revenues, or our direct
marketing and sales efforts may be unsuccessful. In addition, we compete with many other companies that currently have
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extensive and well-funded marketing and sales operations. Our marketing and sales efforts may be unable to compete
successfully against those of such other companies. For some market opportunities, including those outside the United
States, we will need to enter into co-promotion or other licensing arrangements with larger pharmaceutical or biotechnology
firms in order to increase the commercial success of our products. To the extent we enter into co-promotion or other
ficensing agreements our product revenues are likely to be lower than if we directly marketed and sold our products, and
some or all of the revenues we receive will depend upon the efforts of thlrd parties, which may not be successful and may
‘not be w1t]11n our control. If we are unable to enter into co-promotion or other licensing agreements on acceptable terms or
at all, we may not be able to successful]y commercialize our existing and future product candidates. If we are not successful
in commercializing our existing and future product candidates, elther on our own or throtigh collaborations with one or
. mote third parties, our future product revenue will suffer and we may incur significant losses.

[ *

If we lose or are unable’ to hire and retain qualified personnel then we may not be able to develop our products
or processes and obtain the required regulatory approvals.

b Co .

We are highly depenclent on gualified scientific and management personne!. We will need to expand and effectively
manage our managcnal operational, financial, development and other resources in order to successfully pursue our
research, development and commercialization efforts for our existing and future product candidates. The preparation of
our planned NDA requires highly specialized skills. Our success depends on our continued ability to attract, retain and
motivate highly quallﬁed management and pre-clinical and clinical personnel. We will need to hire additional personnel
as we'continue to expand our research and development actwmes prepare our planed NDA for ﬁhng, and bu1ld a sales
and marketing funcuon in the United States.

We face 1ntense eompetmon from other compames and research and academic institutions for qualified personnel.
We may not be able to attract or retain qualified management and scientific personnel in the future due to the intense
competition for quallﬁed personnel among biotechnology, pharmaceutical and other businesses, particularly in the San
‘Francisco, Cahforma area. If we lose an executive officer, a manager of one of our programs, or a significant number of
any of our staff or are unable to hire and retain qualified personnel, then our ability to develop and commercialize our
products and proce'sses raise additional capital or implement our business strategy may be adversely affected or
prevented. In partlcular if we lose any members of our senior management team, we may not be able to find suitable
replacements in a timely fashion or at all and our business may be harmed as a resilt.

i

Qur business is subject to risks associated with international operations and collaborations.

_ The laws of forelgn countries do not protect our intellectual property rights to the same extent as do the laws of the
Umted States. [n countnes where we do not have and/or have not applied for patents on our products, we will be unable
1o prevent others from developing or selling similar products, In addition, in ]unsdlcuons outside the United States where
we acquire patentt rights, we may be unable to prevent unlicensed parties from selling or importing products or
technologies derwer elsewhere using our patented technology.

Until we or our llcensees obtain the required regulatery approvals for pharmaeeutlcals in any specific foreign
country, we or our licensees will be unable to sell these products in that country. International regulatory authorities have
imposed numerous and varying regulatory requirements and the approval procedures can involve additional testing.
Approval by one regulatory authority does not ensure approval by any other regulatory authority.

We may be subject to damages resulting from claims that our employees or we have wrongfully used or
disclosed alleged trade secrets of their former employers.

Many of our| employees were previously employed at universities or other biotechnology or pharmaceutical
companies, 1ncludmg our competitors or potential competitors. Although no claims against us are currently pending, we
may be subject to clalms that these employees or we have inadvertently or otherwise used or disclosed trade secrets or
other proprietary mformatton of their former employers. Litigation may be necessary to defend against these claims. If
we fail in defendmg such claims, in addition to paying monetary damages, we may lose valuable intellectual property
rights or personnel A loss of key research personnel or their work product could hamper or prevent our ability to
commercialize certam potential drugs, which could severely harm our business. Even if we are successful i in defendmg
against these claims, lmgauon could result in substantial costs and be a distraction to management,
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We may need to implement additional finance and accounting systems, procedures and controls to satisfy new .
reporting reqmrements '

Asa public reporting company, we are required to comply with the Sarbanes -Oxley Act of 2002, mcludmg Section
404, and the related rules and regulations of the Securities and Exchange Commission, including expanded disclosures
and accelerated reporting. requirements and more complex accounting rules. Compliance with Section 404 and .other
requirements will increase our costs and require additional management resources: We may.need to continue 1o
implement additional finance and accounting systems, procedures and controls to satisfy new reporting requirements.
While we have been able to complete a favorable assessment as to the adequacy of our internal control over financial
reporting for our fiscal year ending June 30, 2006, there is no assurance that future assessments of the adequacy of our
internal control over financial reporting will be favorable. If we are unable to obtain future unqualified reports as to the
effectiveness of our internal control over financial reporting, investors could lose confidence.in the reliability of our
internal controls over financial reporting, which could adversely affect our stock price.

Our corporate comphance program cannot guarantee that we are in compliance with all potentially appheable

regulations.
P e

The development, manufacturing, pricing, sales, coverage and reimbursement of our products, together with our
general operations, are subject to extensive regulation by federal, state and other authorities within the United States and
numerous entities outside of the United States. While we have developed and instituted a corporate compliance program
based on what we believe are the current best practices, we cannot provide any assurance that governmental authorities
will find that our business practices comply with current or future administrative or judicial interpretations of potentially
applicable laws and regulations. If we fail to comply with any of these laws+and regulations, we could be subject to a
range of regulatory actions, including suspension or termination of clinical trials,-the failure to approve a product
candidate, restrictions on our products or manufacturing processes, withdrawal of products from the market, significant
fines, or other s_anctions or litigation.

Our facility in California is located near an earthquake fault, and an earthquake or other types of natural
disasters or resource shortages could disrupt our operations and adversely affect results.

Important documents and records, such as hard copies of our laboratory books and records for our drug candidates
and compounds, are located in our corporat'e headquarters at a single location in Sunnyvale, California, which is near
active earthquake zones. We do not have a formal business continuity or disaster recovery plan, and could therefore
experience a sngmﬁcant business interruption in the event of a natural disaster, such as an earthquake, drought or flood,
or localized extended outages of critical utilities or transportation systems. In addition, California from time to time has
experienced shortages of water, electric power and natural gas. Future shortages and conservation measures could disrupt
our operations and cause expense, thus adversely affecting our business and financial results. .

If we sell shares of our commeon stock under our equity line of credit arrangement or in other future financings,
existing cornmon stockholders will experience immediate dilution and, as a result, our stock price may.go down.

We may from time to time issue additional shares of common stock at a dISCOUll[ from the current trading price of
our common stock. As a result, our existing common stockholders will experience ‘immediate dilution upon the purchase
of any shares of our common stock sold at such discount. For example, in August 2006, we entered into a common stock
purchase agreement with Azimuth Opportunity Ltd., which provides that, upon the terms and subject to the conditions
set forth in the purchase agreement, Azimuth is committed to purchase up to $20 million of our common stock, or
4,189,337 shares, whichever occurs first, at a discount of 5% to 7%, to be determined based on our market capitalization
at the start of each sale period. The term of the purchase agreement is 18 months. Upon each sale of our common stock
1o Azimuth under the purchase agreement, we have also agreed to pay Reedland Capital Partners a placement fee equal
to one percent of the aggregate dollar amount of common stock puichased by Azimuth. Qur existing common
stockholders will experience immediate dllutlon upon the purchase of any shares of our common stock by A21muth

In addmon as opportunities present themselves, we may enter into financing or snmllar arrangements in the future,
including the issuance of debt securities, preferred stock or common stock. If we issue common slock or securities
convertible into common stock, our common stockholders will experience dilution.
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Anti-takeover prdv?sions in our charter documents and Delaware law could prevent or delay a change in control.

Our certificate! of incorporation and bylaws may discourage, delay or prevent a merger or acquisition that a
stockholder may co'nsider favorable. In addition, provisions of the Delaware General Corporation Law also festrict
certain business combmatlons with interested stockholders. These provisions are intended to encourage potential
acquirers to negotlate with us and allow our board of directors the opportunity to consider alternative proposals in the
interest of maximizing stockholder value. However, these prohibitions may also dlscourage acqulsmon proposals or
delay or prevent a change in control, which could harm our stock pnce

i

| : Rxsks Related to Our Indusrry : s

1
We face rapid techno]oglcal change and intense compeht:on.

The phannaceuncal industry is subject to rapid and substantial technological change. Therapies designed by other
companies to treat the conditions that are the focus of our products are currently in clinical trials. "Developments by
others may render o'ur products under development or technologies noncompetitive or obsolete, or we may be unable to
keep pace with tcchnologrcal deve]opments or other market factors. Technological competition in the mdustry from
pharmaceutical and |b|olechnology companies, universities, governmental entities and others diversifying into the field
is intense and is expected to increase. Many of these entities’ have significantly greater research and development
.capabilities than we do, as well as substantially more marketing, sales, manufacturing, financial and managerial
resources. These entmcs represent significant competition for us. Acquisitions of, or investments in, competing
pharmaceutical or blotechnology companies by large corporations could increase such competitors’ financial, marketing,
manufacturing and olher resources. In addition, we may experience competition from companies that have acquired or
may acquire tcchnology from universities and other research institutions. As these companies develop their technologies,
they may develop proprietary positions that compete with our products.

We are engageﬁ in the development of novel therapeutic technologies. As a result, our resources are limited and we
may experience technical challenges inherent in such novel technologies.

Competitors ha:\ve developed or are in the process of developing technologies that are, or in the future may be, the
basis for competitive products. Some of these products may have an entirely different approach or means of
accomplishing similar therapeutic effects than our products. Our competitors may develop products that are safer, more
effective or less costly than our products and, therefore, present a serious competltwe threat to our product offerings. Qur
competitors may pnce their products below ours, may receive better coverage and/or reimbursement or may have
products that are more cost effective than ours.

The widespread acceptance of therapies that are alternauves to ours may limit market acceptance of our products
even if commcrcnallzecl The diseases for which we are developing our therapeutic products can also be treated, in the
case of cancer, by surgery radiation, biologics and chemotherapy. These treatments are widely accepted in the medical
community and have a long history of use. The established use of these competmve products may limit the potential for
our products to recelve widespread acceptance if commercialized.

The price of our cbmmon stock may be volatile.

The market pnces for securities of biotechnology companies, mcludmg ours, have historically been hlghly volatile.
QOur stock, like that of - -many other companies, has from time to time experienced significant price and volume
fluctuations unrelatied to operating-performance. The market price of our common stock may fluctuate significantly due
to a variety of factors including: o ‘ '

®  the progress and rcsults of our preclinical testing and clinical trials;
t ) :
s qguarterlylfluctuations in our financial results;

¢ the development of technological innovations or new therapeutic products by us, our competitors or others;
* changes i in governmental regulation; ’
" " f 1 4 N

. dcvelopments in patent or other proprietary rights by us, our compcutors or othcrs <

i
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*  developments and/or announcements by us, our competltors or others; ' .

o lmgatlon

e  public concern as to the safety of products developed by us, our competltors or others
e departure of key personnel t _ - ’ ' '

<& ability to manufacture our products to commerc1al standards,

. changes in the structure of healthcare payment systems and the coverage ‘and reimbursement pohc1es of
govemmental and other thlrd-party payors;

i,

& our ablhty to successful]y commercialize our products if they are approved
‘s comments by securmes analysts and

¢  general market conditions in our mdustly ' ‘.

) In addmon if any of the risks descnbed in this sectlon entitled “Risk Factors” actua]ly occur, there could be a
dramatlc and material adverse impact on the market price of our common stock: .

If our products are not accepted by the market or if users of our products are unable to obtain adequate
coverage of and reimbursement for our products from government and other thtrd-party payors, our revenues
and profitability will suffer.

, Our ability to commercialize our products successfully will depend in signiﬁcarlt part on the extent to which
appropriate coverage of and reimbursement for our products and related treatments are obtained from governmental
authorities, private health insurers and other organizations, such as HMOs. Third-party payors are increasingly challenging
the prices charged for medical products and services. We cannot provide any assurances that third-party payors will
consider our products cost-effective or provide coverage of and reimbursement for our products, in whole or in part.

Uncertaiﬁty exists as to the coverage and reimbursement status of newly approved medical products and services
and newly approved indications for existing products. Third-party payers may conclude that our products are less safe,
less clinically effective, or less cost-effective than existing products, and third-party payors may not approve our
products for coverage and reimbursement. If we are unable to obtain adequate coverage of and reimbursement for our
products from third-party payors, physicians may limit how much or under what circumstances they will prescribe or
admintister them. Such reduction or limitation in use of our products could cause our sales to suffer, Even if third-party
payors make reimbursement available, payment levels may not be sufficient to make the sale of our products profitable.

Also, the trend towards managed health care in the United States and the concurrent growth of organizations such
as HMOs, which could control or significantly influence the purchase of medical services and products, may result in
inadequate coverage of and reimbursement for our products. Many third-party payors, including in particular HMOs, are
-pursuing various ways to reduce pharmaceutical costs, including, for instance, the use of formularies. The market for our
products depends on access to such formularies, which are lists of medications for which third-party payors provide
reimbursement. These formularies are increasingly restricted, and pharmaceutical companies face significant
competition in their efforts to place their products on-formularies of HMOs and other third-party payors. This increased
competition has led to a downward pricing pressure in the ‘industry. The cost containment measures that third- party
payors are instituting could have a matena] adverse effect on our abrhty to operate profitably.

'

Current health care laws and regulations and future leglslatwe or regulatory changes to the healthcare system
may aﬂ‘ect our ability to sell our products profitably. '

. hin the United States there have been a number of leglslatlve and regulatory proposais to change the healthcare
system in ways that could affect our future revenues and profitability, and the future. revenues and profitability of our
potential customers, suppliers and collaborative partners, and the availability. of capital. Federal and state lawmakers
regularly propose and, at times, enact legislation that would result in significant changes to the healthcare system and,
in particular, that are intended to contain or reduce the costs of medical products and services. For example, the Medicare
Prescription Drug, Improvement, and Modernization Act of 2003, or MMA,, could significantly influence the manner in
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which pharmaceutical products are prescribed and purchased and will impact reimbursement for our products, 'which
could resuit in a reduction in demand for our products. The MMA established a new reimbursement methodology for
certain drugs furnished in hospital outpatient departments and physicians’ offices which is based on the average sales
price, or ASF, of the product. Application of the ASP reimbursement methodology has resulted in a decrease in the
reimbursement levels for certain oncology drugs furnished in hospital outpatient departments and physicians’ offices. As
implemented in a recent rule establishing an MMA-mandated competitive bidding program, or CAP, physicians who
administer drugs in t‘heu offices are offered an option to acquire injectable,and infused drugs currently covered:-under
the Medicare Part B, benefit from vendors who are selected in a competitive bidding process. Winning vendors are
selected based on criteria that include their bid price. These new reimbursement measures, effecnve beginning July 1,

2006, could negatively impact our ability to sell our products. The MMA also established a new Part D prescription drug
benefit, which became effective January 1, 2006. Under the prescription drug benefit, Medicare beneficiaries are able to
obtain prescription diug coverage from private sector providers. These private sector providers are permitted to limit the
number of prescription drugs that are covered in each therapeutic category and class on their formuiaries. We cannot
predict whether our products will be placed on the formularies of the private sector providers participating in the Part D
program in the future, and if our products are not placed on such formularies, this could negatively impact our ability to
sell our products. It' remains difficult to predict the full impact that the prescription drug program, and the MMA
generally, will have on us and our industry. The expanded access 1o prescription medications afforded by Medicare
coverage of prescription drugs may increase the volume of pharmaceutical sales. However, this potential sales volume
increase may be offset by increased downward pricing pressures resulting from the enhanced purchasing power of
private sector provnders who will negotiate drug pricing on behalf of Medicare beneficiaries under Part D.

N

There also have been and likely will continue to be legislative and regulatory proposals at the state and federal levels
that could bring about significant changes to the Medicaid drug rebate program and other federal pharmaceutical pricing
programs in which we plan to participate for our products. Given these and other recent federal and state government
initiatives directed at lowering the total cost of health care, federal and state lawmakers will likely continue to focus on
health care reform, the cost of prescription pharmaceuticals and on the reform of the Medicare and Medicaid programs.
We cannot predict the impact on our business of any legislation or regulations that may be adopted in the future. Any
cost containment measure‘; and other healthcare system reforms that are adopted could have a material adverse effect on
our ability to operate proﬁmbly . . ,

We may need to change our business practices to comply with health care fraud and abuse regulations, and our
failure to comply with such laws could adversely affect our business, financial condition and results of operations,

Our operations will be directly, or indirectly through our customers, subject to various state and federal fraud and
abuse laws, including, without limitation, the federal Anti-Kickback Statute and False Claims Act. These laws may
impact, among other things, our proposed sales, marketing and education programs.

'+ The federal Anti-Kickback Statute prohibits persons from knowingly and willfully soliciting, offering, receiving or
providing remuneratilon, directly or indirectly, in exchange for or to induce either the referral of an individual, or the
furnishing or arranging for a good or service, for which payment may be made under a federal healthcare program such
as the Medicare and Medicaid programs. Several courts have interpreted the statute’s intent requirement to mean that if
any one purpose of an arrangement involving remuneration is to induce referrals of federal healthcare covered business,
the statute has been violated. The Anti-Kickback Statute is broad and prohibits many arrangements and practices that are
lawful in businesses outside of the healthcare industry. Recognizing that the Anti-Kickback Statute is broad and may
technically prohibit many innocuous or beneficial arrangements, Congress authorized the Department of Health and
Human Services, Office of Inspector General (“OIG”) to issue a series of regulations, known as the “safe harbors.” These
safe harbors set forth provisions that, if all their applicable requirements are met, will assure healthcare providers and
other parties that they will not be prosecuted under the Anti-Kickback Statute. The failure of a transaction or. arrangement
to fit precisely within one or more safe harbors does not necessarily mean that it is illegal or that prosecution will be
pursued. However, conduct and business arrangements that do not fully satisfy each applicable safe harbor may result in
increased scrutiny by government enforcement authorities such as the OIG. Penalties for violations of the federal Anti-
Kickback Statute 1nclude criminal penalties and civil sanctions such as fines, imprisonment and possible exclusion. from
Medicare, Medicaid and other federal healthcare programs. Many states have also adopted laws similar to the federal
Anti-Kickback Statute, some of which apply to the referral of patients for healthcare items or services reimbursed by
any source, not only the Medicare and Medicaid programs.




The federal False Claims Act prohibits persons from knowingly filing or causing to be filed a false claim to, or the
knowing use of false statements to obtain payment from, the federal government. Suits filed under the False Claims Act,
known as “qui tam” actions, can be brought by'any individual on behalf of the government and such individuals,
sometimes known as “relators” or, more commonly, as “whistleblowers”, may share in any amounts paid by the entity
to the government in fines or settlement. The frequency of filing of qui tam actions has increased significantly in recent
years, causing greater numbers of healthcare companies to have to defend a False Claim action. When an entity is
determined to have wolated the federal False Claims Act, it may be required to pay up to three times the actual damages
sustained by the government, plus civil penalties of between $5,500 to $11,000 for each separate false claim. Various
states have also enacted laws modeled after the federal False Claims Act.

In addition to the laws described above, the Health Insurance Portability and Accountability Act of 1996 created two
new federal crimes: healthcare fraud and false statements relating to healthcare matters. The healthcare fraud statute
prohibits knowingly and willfully executing a scheme to defraud any healthcare benefit program, including private payors.
A violation of this statute is a felony and may result in fines, imprisonment or exclusion from government sponsored
programs. The false statements statute prohibits knowingly and willfully falsifying, concealing or covering up a material
fact or making any materially false, fictitious or fraudulent statement in connection with the delivery of or payment for
healthcare benefits, items or services. A violation of this statute is a felony and may result in fines or imprisonment,

If our operations are found to be in violation of any of the laws described above and other applicable state and
federal fraud and abuse laws, we may be subject to penalties, including civil and criminal penalties, damages, fines,
exclusion from government healthcare programs, and the curtailment or restructuring of our operations.

Our business exposes us to product liability claims.
; 2 o '

The testing, manufacture, marketing and sale of our products involve an inherent risk that product liability claims
will be asserted against us. We face the risk that the use of our products in human clinical trials will result in adverse
effects. If we complete clinical testing for our products and receive regulatory approval to market our products, we will
mark our products with warnings that identify the known potential adverse-effects and the patients who should not
receive our product. We cannot ensure that physicians and patients will comply with these warnings. In addition,
unexpected adverse effects may occur even with use of our products thit receive approval for commercial sale. Although
we are insured against such risks in connection with clinical trials,.our present product liability insurance may be
inadequate. A successful product liability claim in excess of our insurance coverage could have a material adverse effect
on our business, financial condition and results of operations. Any successful product liability claim may prevent us from
obtaining adequate product liability insurance in the future on commercially desirable or reasonable terms. In addition,
product liability coverage 'may cease to be available in sufficient amounts or at an acceptable cost. An inability to obtain
sufficient insurance coverage at an acceptable cost or otherwise t6 protect against potential product liability claims could
prevent or inhibit the commercialization.of our pharmaceuucal products. A product liability claim or recall would have
a material adverse effect on our reputauon busme‘;s ﬁnancnal condition and results of operations.

Our business mvolves envnronmental risks.

In connection with our research and deve]opment activities and our manufacture of materials and products, we are
subject -to federal, state and local laws, rules, regulations and- policies governing the use, generation, manufacture,
storage, air emission, effluent discharge, handling-and disposal of certain materials, biological specimens and wastes.
Although we believe that we have complied with the apphcable laws, regulauom and p0hC1es in all material respects
and have not been required to correct any matérial noncompliance, we may be required to incur significant costs to
comply with environmental and health and safety regulations in the future. Our research and development involves the
controlled use of hazardous matena}s, including but not limited to certain hazardous chemicals and radioactive materials.
Although we believe that our saféty procedures for handling and dlsposmg of such materials comply with the standards
prescribed by state and federal regulanone we cannol completely eliminate the risk of contamination or injury from
these materials. In the event of such an occurrence, we could be held liable for any damages that result-and any such
liability could exceed our resources. '

' ] B . . ! . .
Item  1B. Unresolved Staff Comments = - 8 R L

.. . -
None. « ' '
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Executive Officers a:nd Directors

Executive officers and directors of the company, and their ages as of August 3 I, 2006, are as follows: _

Name o Age Position - '

Richard A. Miller, MiD. ...... I 55 President, Chief Executive Officer and Director

Markus F. Renschler, M.D. ......... 45 Senior Vicé President, Oncology Clinical Development

Leivlea ......... L .52 Vice President, Finance and Administration and Chief Financial
' Officer and Secretary ’

Hugo Madden, Ph.D: .............. 57 Vice President, Techology Development

See-Chun Phan, M.D. .............. 42 Vice President, Clinical Research

Miles R. Gilburne®® ... ... ...... 55 . Director : '

Loretta M. Itri, M.D.f‘”m ............ . 57 Director . C N

James L. Knighton®® __ ... ... ... .. 52 Director : -

Richard M. Levy, Pi:D."® .. ... 68 Director . .

William R. Rohn™® .. ... ... ... .. 63 Director - : ' -

Craig C. Taylorf™® !, .. ........... 56 Director * -

Christine A, White, M.D. | . 54 Director

7 - .
" Member of Compensation Committee, : : ‘
@ Member of Audlt Committee.

B Member of Nommatmg and Corporate Governance Committee.

Dr. Miller has served as President, Chief Executive Officer and a Director since he co-founded the company in
April 1991, Dr. Millér was a co-founder of IDEC Pharmaceuticals Corporation and from 1984 to February 1992 served
as Vice President and a Director, Dr. Miller also is a Clinical Professor of Medicine (Oncology) at Stanford University
Medical Center. Dr.' Miller received his M.D. from the State University of New York Medical School and is board
certified in both Internal Medicine and Medical Oncotogy.

Dr. Renschier hfas served as Senior Vice President, Oncology Clinical Development since May 2006. Prior to that,
Dr. Renschier served as Vice President, Oncology Clinical Development from May 2001 to May 2006. Prior to that,
Dr. Renschler served as Senior Director of Clinical Development from May 1998 to May 2001. Prior to that,
Dr. Renschler served as Director of Clinical Development from January 1996 to May 1998. Dr. Renschler is also a
Clinical Associate Professor of Medicine/Oncology at Stanford University School of Medicine. He is board certified
both in Medical Oncology and Internal Medicine. Dr, Renschler received his M.D. from Stanford University and a B.A.

degree in Public and International Affairs from Princeton University.
[

Mr. Lea has served as Vice President, Finance and Admlmstratlon and Chief Financial Officer since December 1998
and Secretary since June 2003. Prior to that, Mr. Lea served as Vice President, Finance and Administration from
December 1997 to December 1998. From September 1996 through November 1997, he scrved as a financial consultant
for high technology companies and was Acting Chief Financial Officer for Global Vlllage ‘Communications, Inc. From
1987 through June 1996 he served as Vice President and Chief Financial Officer of Margaux, Inc., a public company that
manufactured refngeratlon equipment. Mr. Lea received a B.S. degree in Agricultural Economics from the University of
California, Davis and an M.B.A. from the University of California, Los Angeles. .

Dr. Madden has served as Vice Presndent Technology Development since May 2006. Prior to that, Dr. Madden
served as Vice Pre51dcnl Chemical Operations from June 1998 1o May 2006. From 1995 to June 1998, he served as Plant
Manager and as Director,of Process Development at Catalytica Pharmaceuticals, Inc., a contract pharmaceutical
manufacturer. From 1977 to 1995, Dr. Madden served in a variety of positions with Syntex Corporation, a
pharmaceutical company. His positions at Syntex included Technical Director at the Bahamas Chemical Division and
Manager of Process'Development and Engineering at the Technology Center in Boulder, Colorado. Dr. Madden received
a B.A. degree in CHcmistry from the University of Oxford and a Ph.D. from the University of London.

Dr. Phan has served as Vice President, Clinical Research since June 2003, Prior to that, Dr. Phan served as Director,
Clinical Development from June 2000 to June 2003 and as Associate Director, Clinical Development from July 1998 to
June 2000. Dr. Phan trained in Internal Medicine, Hematology and Medical Oncology at Stanford University. He is board
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centified in Internal Medicine and Medical Oncology. Dr. Phan received his M.D. from Columbia University College of
Physicians and Surgeons and his B.S. degree in Molecular Biophysics and Biochemistry from Yale University.

Mr. éi!pa;mg was elected as a Director of the company in March 2000. Mr. Gilbnmc has been a managing member
of ZG Ventures, a venture’capital and investment company, since 2000. From February 1995 through December 1999,
he was Senior Vlce President, Corporate Development for America Online, Inc., an internet services company. He joined
the board of directors of America Online in the fall of 1999 and subsequently served as a member of the board of
directors of Time Warner Inc. until stepping down in May 2006. Mr. Gilburne is currently a member of the board of
directors of SRA International, Inc., a publicly traded information technology company, and serves on the boards of
several privately held companies including Revolution Health Group, a company focused on consumer directed health
care! Prior to joining America Online, Mr. Gilburne was a founding partner of the Silicon Valley office of the law firm
of Weil, Gotshal and Manges and a founding partner of the Cole Gilburne Fund, an early stage venture capital fund
focused on information technology. Mr. G1lburne received an A.B. degree from Princeton Umvcrsny and a law degree
from the Harvard Law School ‘

Dr. Itri wz;s elected asa Dlrector of the company in July. 200t. As announced in August 2006, Dr. Itri does not
intend to stand for re-election at the Pharmacyclics Annual Meeting in December 2006. Dr. Itri has served as President,
Pharmaceuucal Development, and Chief Medical Officer of Genta Incorporated, a biopharmaceutical company, since
March 2003. She joined Genta in March 2001 as Executive Vice President, Clinical Development and Chief Medical
Officer. From November 1990 to January 2000 she was Senior Vice President, Worldwide Clinical Affairs, and Chief
Medical Officer at Ortho Biotech Inc., a Johnson & Johnson Company. Dr. Itri earned her M.D. from New York Medical
College, and is board certified in Internal Medicine. She completed a fellowship in Medical Oncology at Memorial
Sloan-Kettering Cancer Center.

Mr. Knighton was elected as a Director of the company in August 2006, Mr. Knighton has served as President and
co-founder of AvidBiotics Corporation, a private biotechnology company since April 2005, Mr. Knighton served as
President/Chief Operating Officer and Chief Financial Officer of Caliper Life Sciences, Inc. from July 2003 to
March 2004, Mr. Knighton originally joined Caliper in September 1999 as Vice President and Chief Financial Officer,
was promoted to Executive Vice President in April 2001 and to President and Chief Financial Officer in July 2002.
From October 1998 to September 1999, Mr. Knighton served as Senior Vice President and Chief Financial Officer of
SUGEN, Inc., a biotechnology company acquired by Pharmacia. From July 1997 to October 1998, Mr. Knighton
served as Vice President of Investor Relations and Corporate Communications at Chiron Corporation, a biotechnology
company. Mr. Knighton holds a B.S. in Biology from the University of Notre Dame, an M.S. in Genetics from the
University of Pennsylvania and a M.B.A. from the Wharton School at the University of Pennsylvania.

Dr. Levy was elected as a Director of the company in June 2000. Dr. Levy retired in February 2006 from his position
as President and Chief Executive Officer of Varian Medical Systems, Inc., a medical equipment company. Dr. Levy
remains Chairman of the Board of Directors of Varian Medical Systems, a position he has held since February 2003. He
served as President and Chief Executive Officer and a director of Varian Medical Systems, Inc., since April 1999, and
as Executive Vice President of Varian Associates, Inc., the predecessor company from which Varian Medical Systems,
Inc. was spun out, since 1992, Dr. Levy also serves on the Board of Directors of Sutter Health, a not-for-profit multi-
provider integrated health care delivery system. Dr. Levy holds a B.A. degree from Dartmouth College and a Ph.D. in
nuclear chemistry from the University of Cahforma at Berkeley.

Mr. Rohn was elected as a Director of the company in March 2000. Mr. Rohn retired in January 2005 from his
position as the Chief Operating Officer of Biogen Idec Inc., a biopharmaceutical company, a position he held since the
merger of Biogen, Inc. and IDEC Pharmaceuticals Corporation in November 2003. He served as the President and Chief
Operating Officer of IDEC Pharmaceuticals Corporation from January 2002 to November 2003. He joined IDEC in
August 1993 as Senior Vice President, Commercial and Corporate Development and was appointed Senior Vice
President, Commercial Operations in April 1996 and Chief Operating Officer in May 1998. From 1984 to 1993, he was
employed by Adria Laboratories, most recently as Senior Vice President of Sales and Marketing. Mr. Rohn is currently
also a Director of Elan Corporation, plc, a pharmaceutical company, Metabasis Therapeutics, Inc., a pharmaceutical
company, Cerus Corporation, a biotechnology company, and Raven Biotechnologies, a private biotechnology company.
Mr. Rohn received a B.A. in Marketing from Michigan State University.
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Mr. Taylor was elected as a Director of the company in June 1991. As announced in August 2006, Mr. Taylor does
not intend to stand for re-election at the Pharmacyclics Annual Meeting in December 2006. Mr. Tayloris a General
Partner of AMC Partners 89, L.P,, and the General Partner of Asset Management Associates 1989, L.P,, a private venture
capltal partnershlp Mr Taylor has been a Managmg Member of Alloy Ventures, a venture management firm which
succeeded Asset Management Company (the prior management firm for the Asset Management funds) since 1998.
-Mr Taylor had been with Asset Management Company from 1977 to 1998, as General Parmer smce 1982, Mr. Tay]or
is a Director of Adeza Biomedical, Inc., a healthcare company, and several private compames Mr. Taylor holds B.S. and
M.S. degrees in Phyqlcs from Brown University and an M.B.A. from Stanford University.

Dr. White was elected as a Director of the company tn August 2006. Dr. White retired in June 2005 from her position
as Senior Vice Preqldent Global Medical Affairs of Biogen Idec Inc., a biopharmaceutical company, a position held since
the merger of B:ogen Inc. and .IDEC Pharmaceuticais Corporation in November 2003. She joined IDEC
Pharmaceuticals in June 1996 and served as Senior Dlrector Oncology and Hematology Clinical Development until June
2000 when she was Inppoinled Vice President, Oncology and Hematology Clinical Development. In May 2001, she was
appointed Vice PreSldent Medical ‘Affairs. From 1994 to June 1996, Dr. White was Director, Cllmcal Oncology
Research at the Sldney Kimmel Cancer Center in San Diego. From 1984 to 1994, Dr. White held’ vafious positions with
Scripps Memorial ]‘FIOQPIIHIQ San Diego, most recently as Chairman, Department’ of Medicine. Dr. White is also a
director of Arena Pharmaceuucals Inc., a biopharmaceutical company Dr. White holds aB. A degree i in Blology and
M.D, degree, both fl"()m the Umversuy of Ch:cago
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. Ttem 2. Properties

Our corporate offices are located in Sunnyvalc, California, where we lease approximately 65,000 square feet under
a lease that expires in December 2009. Our facility includes administrative and research and dcvelopmem space. The
lease is a non-cancelable operatmg lease. We believe that our existing facility is adequate to meet our current and fore-
seeable needs or that suitable additional space will be available as needed. *

Ca : 0
Fl . 4 Loy

Item 3. Legal Proceedings

None.

Item 4, Submission of Matters to a Vote of Security Holders

None.
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PART II _ ' T

Item - 5. Market for Registrant’s Common Equrty, Related Stockholder Matters and Issuer 'Purchases of
Equtty Secunnes - : ‘ S o e 3

I3
14-

Our common sltock trades on the NASDAQ Stock Market under the symbol “PCYC Iy " The followmg rable sets forth
for the periods indicated, the high and low sales prices of our common stock.

3

HIGH

l LOW
FISCAL YEAR ENDED JUNE 30, 2006 o o
First Quarler ........................................ $ 9.64 $7.15
Second Quarter ............................ e LA 948 . 032600 .
Third Quartcr ........................................ 548 347
Fourth Quarter ....................................... 5.22 3.57
FISCAL YEAR ENDED JUNE 30, 2005 .
First Quarter ........................................ $12.86 $7.60
Second Quartcr ...................................... 12.50 9.25 . .
Third Quaner ........................................ 10.38 7.73
Fourth Quarter ....................................... 8.43 6.25

As of June 30 2006, there were 135 holders of record of our common stock. We have not paid cash dividends on
our common stock since our inception and we do not anticipate paying any in the foreseeable future.

Recent Sales of Unregistered Securities

On June 30, 2006 we issued 1,000,000 shares of our common stock, par value $0. 0001 to Applera Corporation.
The shares were 1s§ued as consideration for the execution of an Assignment Agreement and related Stock Purchase
Agreement dated Aprll 7, 2006 between us and Applera Corporation by and through the Celera Geénomics Group, and
the assignment of certain assets described therein, We claimed exemption from registration under the Securities Act of
1933, as amended |for the issuance of securities in the transaction described above by virtue of Section 4(2) as
transactions not involving any public offering and issued to an accredited investor,
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Item 6. Selected Financial Data

‘The data set forth below should be read in conjunction with Management’s Discussion and Analysis of Financial
Condition and Results of Operations and the financial statements and related notes included elsewhere herein.

Period
from
Inception
{April 19, 1991)
through
Year Ended June 30, June 30,
2006 2005 2004 2003 2002 2006
(in thousands, except per share amounts)

STATEMENT OF OPERATIONS DATA:
Revenues: _

License and milestone revenues ... $ —  $ — % —  $ — 5 - $ 7.855

Grant andlcontract revenues .. .... 181 — — —-— — 6,028

Total revenues ................. 181 — — — o 13,883

Operating expenses: .

Research and development . . .. ... 25,737 24,964 24,447 23912 33,981 272,627

Genera! and administrative .. ... .. 11,916 . 7,905 5,843 6,167 7,791 61,406

Purchased in-process research . ' .

and development . ............. 6,647 — —_— _ — 6,647

TolEaI operating expenses, . .. ... 44,303 32,869 ‘ 30,290 30,079 41,772 340,680

Loss from operations. ............. (44,122) (32,869) (30,290) (30,079 (41,772) (326,797)
Interest income .................. 1,964 1,821 1,132 1,809 5,152 39,425
Interest expense and other income . .

(expense), net...............u. — _ . (D (28) 45 (1,564)
NEetloss .o ovv it innnenns $(42,158) $(31,048) $! 29,165) $(28,298) 3$(36,575) $g288,936)
Basic and diluted net loss ' N

pershare™ .. .. .. ... ... $ (212) $ (3D $ Q7§ A% % (22D
Shares vsed to compute basic and ‘ |

diluted net loss per share® ....... 19,889 19,720 17,064 16,205 16,143

" June 30,
2006 2005 2004 2003 2002

BALANCE SHEET DATA:

Cash, cash equivalents and
marketable securities............

Total @SS€tS .. ..o oo,

Deficit accumulated during
development stage..............

Total stockholders’ equity .. ........

42,729

39,320

(in thousands)

$ 40477 $ 71,899 § 101,418 § 87,735 % 114918

74,564 104,667 91,853 121,012

$(288,936) (246,778)" (215,730) (186,565) (158,267)

69,994 100,288 89,410 117,608

M See Note 1 to the financial statements for a'description of the computation of basic and diluted net loss per share.
@  Effective July 1, 2005, the company adopted Statement of Financial Accounting Standard No. 123(R) “Share Based
" " Payment (Revised 2004)” on a modified prospective basis. As a result, we have included share-based compensation

costs in our results of operations for fiscal 2006.
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Item 7. Management s Discussion and Analysis of Financial Condition and Results of Operations

In addition r|o historical information, this report contains predictions, estimates, assumptions and other
forward-looking stiatements within the meaning of Section 27A of the Securities Act of 1933, as amended and Section
21E of the Securities Exchange Act of 1934, as amended. Actual results could differ materially from any future
performance suggésted in this report as a result of the risks, uncertainties and other factors described herein and
elsewhere in this re:'port. including those discussed in "Risk Factors.”

Overview '

Pharmacyclics is a pharmaceutical company focused on the development of products that improve existing
therapeutic approaches to cancer and other diseases. To date, substantially all of our resources have been dedicated to
the research and dévelopment of our products, and we have not generated any commercial revenues from the sale of our
products. We do not expect to generate any product revenues until we receive the necessary regulatory and marketing
approvals and laun’ch one of our products, if at all.

We have incnllrred significant operating Josses since our inception in 1991, and as of June 30, 2006, had an
accumulated deficit of approximately $288.9 million. The process of developing and commercializing our products
requires mgmﬁcam research and development, preclinical testing and clinical trials, manufacturing arrangements as well
as regulatory andfmarketmg approvals, These activities, together with our general and administrative expenses, are
expected to result in significant operating losses until the commercialization of our products generates sufficient
revenues to cover our expenses. We expect that losses will fluctuate from quarter to quarter and that such fluctuations
may be substanua] Our achieving profitability depends upon our ability, alone or with others, to successfully complete
the development of our products under development, obtain required regulatory approvals and successfully manufacture
and market our products, » -

Xcytrin, our lead product candidate, is an anti-cancer drug being evaluated in various clinical trials. Based on the
clinical activity seen in our initial-Phase 3 trial in patients with brain metastases from non-small cell lung cancer
(NSCLC), we conducted a pivotal Phase 3 clinical trial to confirm the potential clinical benefits observed in patients with
brain metastases from non-small cell lung cancer. This trial, known as the SMART (Study of Neurologic Progression
with Motexafin Gddollmum And Radiation Therapy) trial, enrolled 554 patients with brain metastases from non-small
cell lung cancer. The SMART :trail was designed to compare the safety and efficacy of whole brain radiation therapy
(WBRT) alone to WBRT plus Xcytrin, The primary endpoeint for the study was time to neurologic progression (TNP) as
determined by a blinded events review committee. In December 2005, we announced the top line results of this trial.
Although patients receiving Xcytrin had a longer time to neurologic progression, the study's primary endpoml the
difference compared to patients in the control arm did not reach statistical significance.

The results of the study were presented at the 2006 Annual Meeting of the American Society of Clinical Oncology
(ASCO). In the mtem to-treat analysis, the median TNP was 15.4 months for patients receiving WBRT plus Xcytrin
compared to 10.0 'months for patients treated with WBRT alone (P=0.122, hazard ratio=0.78). Substantial differences in
patient charactensllcs and outcomes were observed for the 348 patients enrolled in North America (63 percent of all
patients enrolled i 1n the study) compared to the other regions. In North America, the median TNP for WBRT plus Xcytrin
treatment was 24'2 months compared to 8.8 months for WBRT alone (P=0.004, hazard ratio=0.53). By contrast, for
regions outside oil’ North America, there was no significant difference in TNP between treatment arms. Xcytrin was well
tolerated in the study. The most common drug related grade 3 and 4 adverse events were hypertension (4%), elevated
liver enzymes (3%) and fatigue (3%), all of which were reversible. We believe the reasons for the regional differences
in treatment benefit may be related to the time interval between diagnosis of brain metastases and initiation of WBRT.

i .

In North Alj'nerica, most patients (79%) received WBRT within three weeks of their diagnosis of brain metastases.
In certain Eumpe:an centers, there was substantial delay in the initiation of WBRT either due to use of chemotherapy as
the initial therapy for brain metastases, or clinical practice patterns resulting in delays in access to radiation therapy.
Moreover, there was an imbalance in treatment delay favoring the control arm of the study. As presented at ASCO in
June of 2006, adjuqung for this 1mbalance resulted in a treatment benefit for the Xcytrin arm of the study (P=0.05). We
believe that the clinical data indicate Xcytrin benefited patients that had prompt treatment with WBRT, regardless of
region, and that tpls benefit was progressively diminished by delay in initiation of radiation.

1
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... Pooled data from two randomized trials involving 805, patients with brain metastases from NSCLC comparing
Xcytrin plus WBRT to WBRT alone have shown a benefit for. Xcytrin (P=0.016). Based on our review of the data from
the SMART trial, pooled data from both of our randomized trials and discussions with the FDA, we plan to submit a
New Drug Application (NDA) to the FDA for the potential treatment of NSCLC patients with brain metastases.

‘.‘ In November 2003, we were granted fast track designation by the FDA for the use of Xcytrin for the treatment of
brain metastases from lung cancer. This demgnanon will not impact | the results of our trial nor will it affect the overall
approvability of Xcytrin with the FDA, but it may assist in expedmng the FDA’s review of the application for the
approval of Xcytrin. The FDA has also designated Xcytrin as an orphan drug for the treatment of brain meiastases arising
from solid tumors. _ s e . T E

We continue to evaluate Xcytrin for the treatment of a diverse range of cancer types and in various clinical situations
including Xcytrin as a single agent and in combination with chemotherapy ‘and/or radiation therapy. We have begun
Phase 2 clinical trials with Xcytrin used alone to treat lung cancer and to treat hematologic. cancers such as lymphomas
and chronic lymphocytic leukemia. We also have begun Phase 2 clinical trials with Xcytrin used in combination with
stereotactic radiosurgery for the treatment of brain metastases. A Phase 2 trial is underway evaluating Xcytrin given in
combination with Taxotere for recurrent lung cancer. .

[ Lt s +!

" In‘April 2006, we acqunred the followmg drug candldates from Celera Genomics:"

e A novel compound known as PCI- 24781,|that mhnblts HDAC and is in a Phase 1 study for the treatment of
advanced solid tumors. . .

¢ A first-in-class HDAC-8 selective inhibitor in preclinical - development for the potential treatment of cancer.

* A first-in-class Factor Vlla inhibitor targeting atumor signaling pathway involved in angiogenesis, tumor
growth and metastases.

- H{PAS

*» B cell associated tyrosme kinase 1nh1bltors potenually useful for treatment of lymphomas and
autoimmune diseases,

We have also completed a Phase | clinical trial with Antrin Angiophololherapy for the treatment of coronary artery
disease in patients receiving balloon angioplasty and stents. We do not plan to conduct further clinical trials with Antrin
unless we are able to enter into a corporate parmershlp arrangement for its contmued commercial developmem

AL

We are subject to risks common to pharmaceutical compames developmg producl.s including risks inherent in our
research, development and commercialization efforts, preclinical testing, clinical trials, uncertainty of regulatory and
marketing approvals, uncertainty of market acceptance of our products, history of and expectation of future operating
losses, reliance on collaborative partners, enforcement of patent.and proprietary rights, and the need for future capital.
In order for a product to be commercialized, we must conduct preclinical tests and clinical trials, demonstrate efficacy
and safety of our product candidates to the satisfaction of regulatory authorities, obtain marketing approval, enter into
manufactunng, distribution and marketing arrangements, build a U.S. commercial oncology franchise, obtain market
‘ acceptance and, in many cases, obtain adequate coverage of and reimbursement for our products from government and
private msurers We" cannot provide assurance that we will generate revenues or achleve and sustain profitability in

the future, - Y ot oo SRR

o *
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Crltlcal Accounting Pollcles, Estimates and Judgments

i ThlS discussion and analy51s of financial condition and results of operanons is based upon our financial statements,
which have been prepared in accordance with accounting pnnc:lples generally accepted in the United States of America.
The preparation of these financial statements requires us, to_make estimates and judgments that affect the reporied

amounts of assets, liabilities, revenues and expenses, and related disclosures. On an on-going basis, we evaluate our
" estimates, including those related to revenue recognition and clinical trial accruals. We base our estimates on historical
experience and on various other factors that we believe are reasonab]e under the circumstances, the results of which form
the basis for makmg Judgments about the carrying values of assets and liabilities that are not readily apparent from other
‘soiirces. Actiial results; however, may differ significantly from these estimates under dlfferent assimptions or conditions
and may adversely affect the ﬁnancnal statements. B

[ R . - o
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We believe the! followmg critical accounting policies reflect the more significant Judgments and esumates used in

the preparatton of our financial statements and accompanying notes.
I . :

Revenue Recog}zirion

Revenues are recognized when persuasive evidence of an arrangement exists, title has transferred or services have been
rendered, the price! Iis fixed and determinable and collectibility isreasonable assured. License revenue is typically
recognized over the term of the arrangement and milestone reveriue is recognized when earned as evidéenced by achievement
of the specified mtlestone and the absence of any on-going obligation. License, milestone, contract and grant revenues are
not subject to repayrlnent Any amounts received in advance of performance are recorded as deferred revenues.

1 .

Cash Equt'valer‘tts and Marketable Securities ..

We maintain investment portfolio holdings of various issuers, types and maturities. We consider all highly liquid
investments purchas'ed with original maturities of three months or less to be cash equivalents. At June 30, 2006, all other
investment securitie:s are classified as available-for-sale and consequently are recorded on the balance sheet at fair value
with unrealized gains and losses reported as a component of accumulated other comprehensive income (loss) within
stockholders’ equxty Management assesses whether declines in the fair value of investment securities are other than
temporary. If the decline in fair value is judged to be other than temporary, the cost basis of the individual security is
written down to fairf value and the amount of the write down is included in earnings. In determining whether a decline
is other than temporary, management considers the following factors:

¢ Length of the time and the extent to which the market value has been less than cost,
¢ The ﬁnancml condition and near-term prospects of the issuer; and

e Qur intent and ability to retain our investment in the issuer for a period of time sufficient to allmv for any
anticipated recovery in market value,

To date we have had no declines in fair value that have been identified as other than temporary.
f 0

Research and Development Expenses and Accruals

Research and development expenses include personnel and facility-related expenses outside contracted services
including clinical tnal costs, manufacturing and process development costs, research costs and other consulting
services. Research and development costis are expensed as incurred. In instances where we enter into agreements with
third parties for clinical trials, manufacturing and process development, research and other consulting activities, costs
are expensed as se'rvices are performed. Amounts due under such arrangements may be either fixed fee or fee for
service, and may mclude upfront payments, monthly payments, and payments upon the completion of milestones or
receipt of dellverables :

.

Our cost accru[als for clinical trials are based on estimates of the services received and efforts expended pursuant 0.
contracts with numerous clinical trial centers and clinical research organizations. In the normal course of business we
contract with third Iparties to perform various clinical trial activities in the on-going development of potential products.
The financial terms of these agreements are subject to negotiation and vary from contract to contract and may result in
uneven payment ﬂows Payments under the contracts depend on factors such as the achievement of certain events, the
successful enrollmcnt of patients, the completion of portions of the clinical trial or similar conditions. The objective of
our accrual policy is to match the recording of expenses in our financial statements to the actual services received and
efforts expended. A's such, expense accruals related to clinical trials are recognized based on our estimate of the degree
of completion of thle event or events specified in the specific clinical study or trial contract.

o, . i
'

Share-based Compensarion

We have prevtously accounted for options issued to employees and members of the board of directors usmg the
intrinsic method in accordance with Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to
Employees (“APB '25”). Beginning on July 1, 2005, we began to account for employee share-based payments in
accordance with Statement of Financial Accounting Standards 123R (“SFAS 123R”), Share-Based Payment — An

f . S




Amendment of FASB Statemenis no. 123 and 95. Under this standard, companies are no longer able to account for
share-based compensation transactions in accordance with APB 25. Instead, companies are required to account for such
transactions using a fair-value method and recognize the expense in the statement of operations.

We used the modified prospective application transition method to adopt SFAS 123R. The modified prospective
application transition method requires that companies recognize compensation expense on new share-based payment
awards and existing share-based payment awards that are modified, repurchased, or cancelled after the effective date.
Additionally, compensation cost of the portion of awards of which the requisiie service has not been rendered that are
outstanding as of the July 1, 2005 shall be recognized as the requisite service is rendered.

The fair value of each stock option is estimated on the date of grant using the Black-Scholes valuation model.-
Expected volatility is based on historical volatility data of the company’s stock. The expected term of stock options
granted is based on historical data and represents the period of time that stock options are expected to be outstanding.
The expected term is calculated for and applied to one group of stock options as the company does not expect
substantially different exercise or post-vesting termination behavior amongst its employee population. The risk-free rate
of the stock options is based on the United States Treasury rate in effect at the time of grant. )

Recent Accounting Pronouncements

In June 2095. the FASB issued Statement of Financial Accounting Standard No. 154, Accounting Changes and
Error Corrections, (“SFAS 154”). SFAS 154 replaces Accounting Principle Bulletin No. 20 (“APB 207}, and Statement
of Financial Accounting Standard No. 3, Reporting Accounting Changes in Interim Financial Statements ("SFAS 37},
and applies to all voluntary changes in accounting principle, and changes the requirements for accounting for and
reporting of a change in accounting principle. APB 20 previously required that most voluntary changes in accounting
principle be recognized by including in net income of the period of change a cumulative effect of changing to the new
accounting principle, whereas SFAS 154 requires retrospective application to prior periods’ financial statements of a
voluntary change in accounting principle unless it is impracticable. SFAS 154 enhances the consistency of financial
information between periods. SFAS 154 is effective for fiscal years beginning after December 15, 2005. Our adoption
of SFAS 154 is not expected to have a material impact on our results of operations or financial position.

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes (FIN 48),
which, among other things, requires applying a “more likely than not” threshold to the recognition and derecognition of
tax positions, The provisions of FIN 48 will be effective for us on July 1, 2007. We are currently evaluating the impact
of adopting FIN 48 on the financial statements, but we do not expect its adoption to have a significant transition effect.

Results of Operations

Compartson of Years Ended June 30, 2006, 2005 and 2004

Revenues. Revenues were $181,000, $0, and $0 for the years ended June 30, 2006, 2005 and 2004, rcspecuvcly
The revenue in fiscal year 2006 was the result of a federal grant awarded by the National Institutes of Health (NIH). We
do not expect revenue from this grant to change significantly in fiscal year 2007.

Research and Development Expenses. Research and developmeént expenses were $25,737,000, $24,964,000 and
$24,447,000 for the years ended June 30, 2006, 2005 and 2004, respectively. The $773,000 increase from 2005 to 2006
was primarily due to an increase in share-based compensation ($2,908,000) and an increase in drug costs ($1,358,000),
partially offset by a decrease in third-party clinical trial costs ($3,192,000). The $517,000 increase from 2004 to 2005
was primarily due to an increase in personne! and con‘;ultmg costs to support clinical activities, parua]ly offset by a
reduction in depréciation and rent expense. ' o

Research and development costs are identified as either directly attributed to one of our research and development
programs or as an indirect cost, with only direct costs being tracked by spec1ﬁc program. Direct costs consist of
personnel costs directly associated with a program, preclinical study costs, clinical trial costs, and related cClinical drug
and device development and manufacturing costs, drug formulation costs, contract services and other research
expenditures. Indirect costs consist of personnel costs not directly associated with a program, overhead and facility costs
and other support service expenses. Prior to 1999, we did not track our historical research and development costs by
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specific program and for this reason we cannot accurately estimate our total hlsloneal costs on a specific program basis.
Direct costs by program and indirect costs are as follows:

{ Estimated Related R&D Expenses
o | _ Phase of Completion Years ended June 39,
Product = Description . Development of Phase 2006 2005 2004
XCYTRIN Cancer............. Several Phase trials  Unknown  $14,331,000 $16,045,000 $14,603,000
. Several Phase 2 trials  Unknown
o , Phase 3 Fiscal 2006
oter b | __8BS000 _ 708000 _ 776,000
[ LA I ’ ¥ : . B
Total :direet costs. ., .. T e eeeeeeo 15,216,000 16,753,000 15,379, OOO
. lndire‘ct_co'st‘s .................................... ... 10,521,000 _ 8,211,000 _ 9, 068,000
Total :research and .
development COBLS « ettt $25,737,000 $24,964,000 $24,447,000

Research and development expenses increased $773,000, or 3%, for the year ended June 30, 2006 compared to the
year ended June 30 2005, and were pnmarlly comprised of the following:

. chtnn program costs decreased $1, 714 000, or 11%, primarily due to:

’

- a dejlcrease in third-party clinicat trial costs and related clinical trial activities of $3,118,000 as’ we
conipleted our Phase 3 SMART trial in December 2005.

— an increase in drug eo‘sts of $l,438,000 as we purchased an additional drug intermediate.

e Indirect cosls increased $2, 310 000, or 28%, pnman[y due to an increase in share-based compensation
expense of $2,908, 000.

Research and developmenl expenses increased $5 17,000, or 2%, for the year ended June 30, 2005 compared to the
year ended June 30 2004, and were pnmdnly comprised of the following:

. chlnn program costs increased $1,442, 000, or 10%, primarily due to

¢ —— an 1ncrea§e in third-party clinical trial costs and related clinical trial activities of $865,000 as we contlnued
enrollment in our Phase 3 SMART trial and several other Phase 1 and Phase 2 triais.

— an increase in employee costs of $798,000 as we altocated more employee resources to support our
cllmca] trials.

.* Indirect, I-:osts decreased $857, 000 or. 9%, pnman]y due to:

"— a decrease in facility costs of $633,000 due to the decrease in building space leased and the decrease in
depreciation due to a smaller asset base. * o

— a decrease in employee costs of $76,000 as we focused its.resources on Gupportlng the Xcytrin
v clinical trials. - ‘. ’

. We expect research and development expenses in the first half of fiscal 2007 to be less than the compzu‘able perlod
of fiscal 2006. The level of research and development expenses in the second half of fiscal 2007 will depend on the
progress ‘of our planned NDA filing.

L

General and Administrative Expenses. General and administrative expenses, for the years ended June 30, 2006

'2'005 and 2004 n!'ere $11,919,000, $7,905, 000 and $5,843,000, respectively. The" $4, 014 000 increase in fiscal 2006

compared to fiscal 2005 was primarily due to increase share-based compensation expense of $3, 307,000 and an increase
in personnel costs to support our business of $720,000. The $2,062,000 increase in fiscal 2005 compared to ﬁscal 2004
was prlmanly dug to increased personnel and consultlng expenses of $976,000 to support our business arid an increase
in third- -party costs associated with pre-commercial markelmg activities of $1.026,000.

|
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We expect future general and administrative expenses in the first half of fiscal 2007 to be less than the comparable
period of fiscal 2006. The level of general and administrative expenses in the second half of fiscal 2007 will depend on
the progress of our planned NDA filing.

Purchased In-Process Research and Development. Purchased in-process research and development expense for thé
years ended June 30, 2006, 2005 and 2004 was $6,647,000, $0 and $0, respectively. The increase in fiscal 2006 was due
to our acquisition, in April 2006, of multiple small molecule drug candidates for the treatment of cancer and other diseases
from Celera Genomics, an Applera Corporation business. One drug candidate is in a Phase 1 clinical trial while the other’
drug candidares are in pre-clinical development, Total consideration paid was $6,647,000 which consisted of 1,000,000
shares of our common stock, $2,000,000 of cash and $147,000 of transaction costs. We recorded an expense of $6,647,000
related to the consideration for the acquired drug candidates which had not yet reached technological feasibility and had
no alternative future use due to the early stage of development and the significant regulatory requirements remaining.

Interest and Other, Net. Interest and other, net, was $1,964,000, $1,821,000 and $1.125,000 for the years ended
June 30, 2006, 2005 and 2004, respectlvely The increase in the year ended June 30, 2006 was primarily due to higher
interest rates. The increase in the year ended June 30, 2005 was primarily due to higher interest rates. Our cash
equivalents and marketable securities consist primarily of fixed rate instruments.

Income Taxes. At June 30, 2006, we had net operating loss carryforwards of approxnnately $277, 000 000 for federal
income tax reportmg purposes and tax credit carryforwards of approxtmately $9,430,000 for federal reporting purposes.
These amounts, expire at various times through 2026. Under the Tax Reform Act of 1986, the amounts of and the benefit
from net operating losses and tax credit canyforwards that can be carried forward may be impaired or, limited in certain
circumstances. These circumstances include, but are not limited to, a cumulative stock ownership change of greater than
50%, as defined, over a three year period. Such an annual limitation may result in the expiration of net operating losses
before utilization. A full valuation allowance has been established for the company’s deferred tax assets since realization of
such assets through the generation of future taxable income is uncertain, See Note 6 of “Notes to Financial Statements.”

Liquidity and Capital Resources e - . SR LT

Our principal sources of workmg capltal since 1nceptton have. been prtvate and publlc equity ﬁnancmgs and
proceeds from collaborative research and deveiopment agreements, as well as interest income. Since 1nceptton we have
used approximately $260,697,000 of cash for operating activities and approxtmately $15,455,000 of cash for the
purchase of laboratory and office equipment, leasehold improvements, and payments under capital lease agreements

As of June 30, 2006, we had approximately $40,477,000 in cash, cash .equwalents and marketable securities. Net
cash used in operating activities was $31,673,000, $29,930,000 and $25,895,000 for the years ended J une 30, 2006, 2005
and 2004, respectively, and resulted primarily from operating losses adjusted for non-cash expenses and changes in

accounts payable, accrued liabilities, prepald expenses and other assets. "

Net cash provided by (used by) investing activities of $25,731,000, $42,841,000 and (336,288 000) in the, years
ended June 30, 2006, 2005 and 2004, respecttvely, pnmartly consisted of the net effect of purchases maturmes and sales
of marketable securities.

Net cash provided by ﬁnancmg actmtles of $559,000, $748,000 and $40, 4 19 000 in the years ended June 30 2006
2005 and 2004, respectively, primarily con51sted of proceeds from the sale of common stock the exercnse of stock
options and the sale of stock under the company’s employee stock purchase plan.

In-February 2004, we filed a registration statement on Form §-3 to offer and sell;: from time to time, -equity, debt
securities and warrants.in one or more offerings up to a total dollar amount of $100 million. In April 2004, we sold 3,200,000
shares of common stock at a price of $13.00 per share in an underwritten public offering pursuant to this registration
statement. We received approximately $39,350,000 in net proceeds from the issuance of the 3,200,000 shares. We may seek .
to raise funds through additional public offerings in the future but cannot guarantee that such efforts will be successful.

On August 21, 2006, we entered into a common stock purchase agreement with Azimuth Op:portti;iity Lid., Which
provides that, upon the terms and subject to the conditions set forth in the purchase agreement, Azimuth is‘commitied
to purchase, at our discretion, up to $20.0 million of our common stock, or 4,189,337 shares, whichever occurs first, at
a discount of 5 10 7%, to be determined based on our market capitalization at the start of each sale period: The térm of




the purchase agreer'nent is 18 months. Upon each sale of our common stock to Azimuth under the purchase agreement,
we have also agreed to pay Reedland Capital Partners a placement fee equal to one percent of the aggregate dollar
amount of common stock purchased by Azimuth. Azimuth is not required to purchase our common stock if the price of
our’'common. stock falls below $3.00 per share.

O_ur future contractual obligations at June 30, 2006 are as follows:

LI . . +

Y . Operating
. Lease

B . . Commitments®
Less than 1 year ..................... $ 960,000
. 1-3years ...... e - 1,861,000
3-5years ... e 487,000

' - Greater than 5 years ........ e -
Ca v l Total.................. I $ 3.308.000

h Amounts reflect the August 14, 2006 amendment of the company’s facrhty lease.

In April 2006,|we acquired multlple small molecule drug candidates for the treatment of cancer and other diseases
from Celera Genomiics, an Applera Corporation business. Future milestone payments under the agreement could total as
much as $144 rmlhon although we currently cannot predict if or when any of the milestones will be achieved. In
addition, Celera will also be entitled to royalty payments in the mid- to high smgle digits based on annuai sales of any
drugs commert:lahz'ed from these programs

~ Based upon the current status of our product development and commercialization plans, we believe that our existing
cash, cash equivalelnts and marketable securities will be adequate to satisfy our capital needs through at least the next
twelve months. We :expect the increases in research and development expenses as a result of on-going and future clinical
trials to consume a large poriion of our existing cash resources. Changes in our research and development plans or other
changes affecting our operating expenses may affect actual future consumption of existing cash resources as well. In any
event, we will need to raise substantial additional capital to fund our operations in the future. We expect to finance our
future cash needs through pubhc of private financings, collaborative relationships (partnerships with other drug
mauufacmrers) or other arrangements to complete commermallzatlon Our actual capital requ1rements will depend on
many factors, 1nclud1ng the following:

. * the progress and success of clinical trials of our product candldates

.- ®  the costs and timing of obtaining regulatory approvals;
¢ our ablhty to establish and the scope of any new collaborations; and

et the t1m1ng and scope of commercialization expenses for chtrm

Qur forecast of the period of time through Wthh our financial resources will be adequate 1o support our cperations
is a forward-lookmg statement that involves risks and uncertainties, and actual results could vary materially. The factors
descnbed above will impact our future capital requirements and the adequacy of our available funds. If we are required
to raise additional f'unds we cannot be certain that such additional funding will be available on terms atlractive to us, or
at all. Furthermore, any additional equlty financing may be dilutive to existing stockholders and debt financing, if
available, may involve restrictive covenants. Collaborative arrangements, if necessary to raise additional funds, may
require us to relinqt{ﬁsh rights to certain of our technologies, products or marketing territories. Our failure to raise capital

when needed could have a material adverse effect on our business, financial condition and results .of operations. See
. “Risk Factors — We will need additional financing and we may have difficulty raising needed capital in the future.”

o, - . ' ‘

Off-Balance Sheet Arrangements

+ We clo not ha\ife any off-balance sheet arrangements that have or are reasonably likely to have a current or future
material effect on our financial condition, changes in our financial condition, revenues or expenses, results of operations,

liquidity, capital expendltures or_capital resources. .
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Item 7A.  Quantitative and Qualitative Disclosures About Market Risk ..

Our exposure to interest rate risk relates primarily to our investment portfolio. Fixed rate securities may have their
fair market value adversely impacted due to fluctuations in interest rates, while floating rate securities may produce less
income than expected if interest rates fall. Due in part to these factors, our future investment income may fall short of
expectations due to changes in interest rates or we may suffer losses in principal if forced to sell securities which have
declined in market value dué to changes in interest rates, The primary objective of our investment activities is to preserve
principal while at the same time maximize yields without significantly incréasing risk. To achieve this objective, we invest
in debt instruments of the U.S. Government and its agencies and high-quality corporate issuers, and, by policy, restrict
our exposure to any single corporate issuer by imposing concentration limits. To minimize the exposure due to adverse
shifts in interest rates, we maintain investments at an average maturity of generally less than two years. Assuming a
hypothetical increase in interest rates of one percentage point, the fair value of our total investment portfolio as of
qune 30, 2006 would have potentially declined by $241,000.

The table below presents the principal amounts and weighted-average interest rates by year of stated maturity for
our investment portfolio (in thousands, except interest rates):

Fiscal Year Fair Value

. 2007 2008 2009 Total at June 30, 2006
Marketable securities . . ... ... . e $6,546 $7,894 $3,885 $18,325 $18,194
Weighted-average interestrate. . . ...._.... . 3.71% 6.19% 5.44% 5.15% - —
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of .Directors and Stockholders of Pharmacyclics, Inc.:

We have completed integrated audits of Pharmacyclics, Inc.’s 2006 and 2005 financial statements and of its internal
control over financial reporting as of June 30, 2006 and an audit of its 2004 financial statements in accordance with the
standards of the Public Company Accounting Over51ght Board (Umted States). Our opinions, based on our audns are
presented below. Wt

Financial statements

In our opinion, the financial statements listed in the accompanying index present fairly, in all material respects, the
financial position of Pharmacyclics, Inc. (a development stage enterprise) at June 30, 2006 and 2005, and the results of
its operations and its cash flows for each of the three years in the peried ended June 30, 2006 and, cumulatively, for the
period from April 19, 1991 (date of inception) to June 30, 2006, in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of the Company’s
management. Qur responsibility is to express an opinion on these financial statements based on our audits. We conducted
our audits of these statements in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit of financial statements includes examining, on a test
basts, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles
used and significant estimates made by management, and evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 1 to the financial statements, effective July 1; 2005, the company changed its method of
accounting for share-based payments in accordance with Statement of Financial Accounting Standard No. 123(R)
“Share-Based Payment.”

Internal control over financial reporting

Also, in our opinion, management’s assessment appearing in Management’s Annual Report on Internal Control
Over Financial Reporting, appearing under Item 9A(b), that the company maintained effective internal control over
financial reporting as of June 30, 2006 based on criteria established in Internal Control — Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission (COSO), is fairly stated, in all material
respects, based on those criteria. Furthermore, in our opinion, the Company maintained, in all material respects, effective
internal control over financial reporting as of June 30, 2006, based on criteria established in
Internal Control — Integrated Framework issued by the COSO. The Company’s management is responsible for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting. Our responsibility is to express opinions on management’s assessment and on the
effectiveness of the Company’s internal control over financial reporting based on our audit. We conducted our audit of
internal control over financial reporting in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. An audit of internal
control over financial reporting includes obtaining an understanding of internal control over financial reporting,
evaluating management’s assessment, testing and evaluating the design and operating effectiveness of internal control,
and performing such other procedures as we consider necessary in the circumstances. We believe that our audit provides
a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance
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with authorizations of management and directors of the company; and (iii} provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a
material cffect on the financial statements. '

Because of its mherent limitations, internal control over financial reporting may not prevent or detect

misstaternents. Also, prolecnons of any evaluation of effectiveness to future periods are subject to the risk that controls
may become inadequate because of changes in conditions, or that the degree of compliance with the policies or

procedures may deteriorate.

{s! PricewaterhouseCoopers LLP

PricewaterhouseCoopers LLP

San Jose, California
September 8, 2006
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PHARMACYCLICS, INC.
. (a development stage enterprise)

. . "BALANCE SHEETS
(in thousands, except share and per share amounts)

June 30,
2006 2005
R ASSETS
Current assets:
Cash and cash equivalents . ............ ... ... it $ 22,283 $ 27,666
Marketable securities . ...... S 18,194 44,233
Prepaid expenses and other current assets . ..........cvvuvii e enn.n 961 1,254
_ Total current assets ... ........o.iiiiii ' 41,438 73,153
Property and equipment, net ................... s e T : 764 ‘884
OUhEr ASSEES + . v v v e e oo ee v v R 527 527
' ' 1 $ 42,729 ‘$ 74,564
) LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities: . . -
Accounts payable ............... s v e e e  $1,908 . 83,115
Af:crued_ liabilities . ............... ... ........ e 1,431 1,358
Total current liabilities ... ....... ..o oo e T 3339 : 4473
DEferTed TN . . .\ttt ettt e e e e e e 70 97
* Total iiabilities ................ S 3,409 - 4,570
Commitments (Note 2 and 7) _ ‘
Stockholders’ equity: " . S ,r" ' ]

Preferred stock, $0.0001 par value; 1,000,000 shares

aglhon‘zed at June 30, 2006 and 2005; no shares 7

issued and outstanding ... ... L L e e — —
Common stock, $0.0001 par value; 49,000,000 shares

authoi_‘izcd at June 30, 2006 and.2005; shares issued

and outstanding — 20,946,694 at June 30, 2006

and 19,799,635 at June 30, 2005 ... ... .. e e, 2 2
Additional paid-incapital ......... .. . . i 328,386 - 317,063
Accumulated other comprehensive loss ........ e e (132) (293)
Deficit accumulated during development stage ........... ... ... ... ., (288,936) (246,778)

Total stockholders’ equity . ... ... .. ... i 39,320 69,994

$ 42729 ~ °$ 74,564

The accompanying notes are an integral part of these financial statements.
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' PHARMACYCLICS, INC.
(a development stage enterprise)

STATEMENTS OF OPERATIONS
(in thousands, except per share amounts) - -

Period
from
Inception
(April 19, 1991)
through
Year Ended June 30, a June 30,
2006 2005 2004 2006
Revenues: , . _
License and milestone revenues .............. $ — $ — $ — $ 7,855
Grant and contract revenues ................. 181 — — 6,028
Total revenues l ....................... 181 —_ — 13,883
B
Operating expenses: X
- Research and developiment* ................. 25,737 24,964 24,447 272,627
General and administrative* ................. 11,919 7,905 5843 61,406
Purchased in-process iresearch ] '
and devclc_)pmenll ...................... 6,647 — — , 6,647
Total operating eXpenses ................ 44,303 32,869 30,290 340,680
Loss from operations . .|. . ........ il (44,122) (32,869) (30,290) '(326,7_97) '
Interest iNCOME .. ... oot i i i aeannnns 1,964 l,821 1,132 39,425 ’
Interest expense and other income (expense), net .. — — (7) " (1,564)
Netloss ............ : ....................... $(42,158)  $(31,048) $(29,165) $( 288,936)
Basic and diluted net loss pershare ............. $ (212) §$ (.57 $ (.7
Shares used to Compulelbasic and )
diluted net loss per sfhare ................... 19,889 19,720 17,064
*Includes non-cash share-based
compensation of the folllowing:
Research and dcvelol:fment .................. $ 2932 $ 24 $ 17 $ 3233
General and administrative .................. $ 3332 $ 25 3 1 $ 3,948

i
The accompanying notes are an integral part of these financial statements.




PHARMACYCLICS, INC.
Y| (a development stage enterprise)

Cash flows-from operating activities:

Netloss, ............ e
U‘Adjustments to reconcile net loss to net cash used
in operating activities:

Depreciation and amortization .. ...........
Purchased in-process research and
development .. .......... ... ... .. ..,
Share-based compensation ................
Gain on sale of marketable securities .......
“Write-down of fixed assets . ...............
Changes in assets and liabilities:
Prepaid expenses and other assets . .......
Accounts payable.....................
. Accrued liabilities ....................
"Deferredrent ........................

Net cash used in operating activities . . . ...

Cash flows from investing activities: .
Purchase of property and equipment ........
Proceeds from sale of property and equipment . .
Purchases of marketable securities .........
Proceeds from sales of marketable securities . .

. Proceeds from maturities of marketable

SeCUrities .......... ... i

Net cash provided by (used in)

L Iinvesting activities .................

Cash flows from financing activities:
Issuance of common stock, net of issuance costs . .
Exercise of stock options .. .................
Proceeds from notes payable . . ...............
Issuance of convertible preferred stock, net of
Tissuance costs ... ...l
Payments under capital lease obligations .......

Net cash provided by financing activities . .

Increase (decrease) in cash and cash
equivalents .................. R L

f.

STATEMENTS OF CASH FLOWS
(in thousands) |

Period
from
Inception
(April 19, 1991)
through
Year Ended June 30, June 30,
2006 2005 2004 2006
$(42,158)  $(31,048) $(29,165) $(288,936)
. )
I ]
588 703 1,360 - 14,198
4,500 — — 4,500
6,264 49 18 7.181
— - — 58
— — = 381
293 175 (44) (1,488)
(1,207 - (51) 1,721 1,908
73 230 165 1,431
27 12 50 70
(31,674) (29,930) (25,895) (260,697)
(468) (294 . (@4 (11,574)
‘ — — - — 112
(12,232) (11,185) (79,465) (509,233)
— . 33426 19,904 77,942
38,432 20,894 23,720 412,907
25,732 42,841 (36,288) {29,846)
392 476 39,530 287,345
167 . 272 889 5,848
— — — 3,000
— — — 20,514
— — — (3,881)
559 748 40,419 312,826
(5.383) . (21,764) - 22,283

13,659
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Table Continued From Previous Page

i , . Period
’ from
= : o : ‘ Inception
| S ‘ y {April 19, 1991)
. ' through
| Year Ended June 30, June 30,
i 2006 2005 2004 2006
Cash and cash equivaients at beginning
of period ....... P e . 27,666 14,007 35,771 —
Cash and cash equivalents at end of period ..... $ 22,283 $ 27,666 $ 14007 - $ 22283
Supplemental Disclosures of Cash e v
Flow Information::: . _ o
Interestpaid ..................ouial 5§ — 8 —, $ e o o8 1269
Supplemental Disclosure of Non-Cash Investing R Y
and Financing Activitlies: : ' el
Property and equipment acquired under R
capital lease obligations ................ . — — —_ ., 3,881
Warrants issued .. ............ ... ... .. 7 —_ _ — — ., 4
Conversion of notes payable and accrued . L . e .
interest into convertible preferred stock ... — — = s ope 43,051
| Cr
t t Lo ) L)
' r . T
i ) T e
: * L] . H
o 7 EE oo
! n - | i
| e
S ¥ s ! “
‘ + i'l‘k'.’
;, o . 47
i’ + f. o [
i 1. ! ‘ I Al
l - i ‘r‘\ia
‘ ! J_ S ST
l ¢ + IR &2

Thc accompanying notes are an integral part of these financial statements.

i
1
i
1
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| | PHARMACYCLICS, INC.
(a development stage enterprise)

| NOTES TO FINANCIAL STATEMENTS

Note 1 — The Company and Significant Accounting Policies:
!

Description of the 'company

Pharmacyclics, Inc (the “company™) was incorporated in Delaware on April 19, 1991 and commenced operations
during 1992 1o develop and market pharmaceutical products to improve upon current therapeutic approaches to the
treatment of cancer anq atherosclerosis. Since inception, the company has been in the development stage, principally
involved in research and development and other business planning activities, with no commercial revenues from product
sales. Successful future/operations depend upon the company'’s ability to develop, to obtain regulatory approval for, and
to commercialize its products. The company Operatcs in one business segment.

Management’s use of estimates and assumptions

The preparation of financial! staterents in accordance with accounting prmc1ples generally accepted in the
United States of Amené:a requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reporied amounts of revenues and expenses during the reported period. Actual results could differ from those estlmates

Basic and diluted 'nel loss per share

Basic earnings per share is computed using the welghted average number of common shares outstandmg during the
period. Diluted net loss per share is computed using the weighted average number of common and potential common
shares outstanding during the period. Potential common shares consist of shares issuable upon the exercise of stock
“options (using the ueasury stock method) Options to purchase 5,266,802, 4,785,838 and 4,232,954 shares of common
stock were outstandmg at June 30,2006, 2005 and 2004, respectively, but have been excluded from the computatlon of
diluted net loss per share because their effect was anti-dilutive. :

Cash, cash eqmva'lenrs and marketable securities

All highly liquid rmvestments purchased with an original maturity date of three months or less that are readlly
convertible into cash and have ms:gmﬁcant interest rate risk are considered to be cash equivalents.

All other mvestmems are reported as available-for-sale marketable securities and are recorded on the balance sheet
at fair value. Unreallzcd gains 'and losses on available-for-sale securities are included in accumulated other
comprehensive mcome (loss). The amortized cost of debt securities in this category is adjusted for amortization of
premiums and accretions of discounts to maturity. Such amortization is included in interest income. Gains and losses on
securities sold are recorded based on the specific identification method and are included in interest expense and other
income (expense), net in the statement of operations. '

54




The company’s marketable securities consisted of the following (in thousands):

1]
Net . Estimated

. ‘Amortized _ Unrealized Fair ~
Cost Losses Value
June 30, 2006 : A ‘
Debit (state or political subdivision) ........... $ 2,499 $2n $ 2478
Debt (corporate). . . ................c.uurnn. 15,827 - (i o 18716
o " $18326 T 30132) $18,194
" June 30, 2005 :
Debt (state or political subdivision) ........... $35,305 $(237) $35,068
D}bt (Corporate). .. ... ...cvvrvnnnennnnennnn 9,221 56) . . 9,165
, $44,526 . $£293) $44.233

" At June 30, 2006 and 2005, all of the company’s debt investments are classified as short-term, as the company may
choose not to hold its investments until maturity in order to take advantage of market'condltlons Unreahzcd gains were
not material and have therefore been netted agamst unrealized losses. At June 30, 2006 the company s marketable

securities had the followmg contractual maturities (in thousands): .

Estimated

Amortized Fair
Cost Value
. Lessthanone year. . ... e _ $ 6,547 $ 6482
« Betweenoneandtwoyears.................. : 7.894 . 1,843
Between two and three years. . ............... 3,885 3,869
' $ 18,326 518,194

.

Restricted investments

Under the company’s lease agreement, it is required to maintain a $450,000 letter of credit as security for
performance under the lease. The letter of credit is secured by a $450,000 certificate of deposit which is included in other
assets at June 30, 2006 and 2005. ] ' ) . .

Concentration of credit risk and other risks and uncertainties

Financial instruments that potentially subject the company to credit risk consist principally of cash, cash equivalents
and marketable securities. The company places its cash, cash equivalents and marketable securities with high-credit
quality financial institutions and invests in debt instruments of financial institutions, corporations and government
entities with strong credit ratings. Management of the company believes it has established guidelines relative to credit
quality, diversification and maturities that maintain safety and liquidity. | '

The company’s products require approvals from the United States Food and Drug Administration (the “FDA”™) and
international regulatory agencies prior to commercialized sales. There can be no assurance that the company’s future
products will receive required approvals. If the company was denied such approvals or such approvals were delayed it
could have a materially adverse impact on the company and its execution of its business strategy.

' The company has expended and will continue to expend substantial funds to complete the research, development

and clinical testing of its products. The company will expend additional funds for these purposés, to establish additional
clinical and commercial-scale manufacturing arrarigemerits and to provide for the marketing and distribution of our
products. Specifically, the company will require additional funds to commercialize its product. Even if the company is
able to develop Xcytrin successfully in light of the recent results from its Phase 3 clinical study, we expect additional
development efforts and clinical trials will extend the timeline for development and will result in substantial additional
expenses. The company may be unable to fund these efforts with its current financial resources.
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Additional funds may not be available on acceptable terms, if at all. If adequate funds are unavailable on a timely
basis from operations or additional sources of financing, the company may have to delay, reduce the scope of or
elimindte one or more' of our research or development programs which would materially and adversely affect its
business, financial condition and operations. ~ °

! ,

Property and equipment o

Property and equipment are stated at cost. Depreciation is computed usmg the stratght lme methed over the shorter
of the estimated usefultt lives of the assets, generally three to five years, or the lease term of the respective assets, if
applicable. Amortization of leasehold improvements is computed using the straight-line method over the shorter of their
estimated useful lives or lease terms. .

. . ' t

Long lived assets |

Management revnéws the carrying values of its long-lived assets for possible impairment whenever events or
changes in business conditions mdleate that the carrying amount of the assets may not be recoverable. Management
evaluates impairment on the basis 'of undiscounted future cash flows from operatlons before interest relatmg to such
assets for the remamrng' useful life of the assets. If present impairment is measured based on the dtfference between fair
value and the net book value of the related assets. No significant impairment Iosses have been recorded to date with
respect to the compm'ty s long- ltved assets, which consist primarily of property and equtpment and leasehold
improvements. -

Revenue recognition . -
i

Revenues are recogmzed when persuasive evidence of an arrangement exists, title has transferred or servrces have
been rendered, the pnce is fixed and determinable and collectibility is reasonable assured. License revenue is typically
recognized over the term of the arrangement and milestone revenue is recognized when-eamed' as evidenced by
achievement of the specrﬁed milestone and the absence of any on-going obligation. License, milestone, contract and
grant revenues are not subject io repaymem Any amounts received in advance of performance are recorded as deferred
revenues. )

| 7 i - ,
Inventories ‘ . N oo

The company hasipurchased quantities of its texaphyrin-based drug substance that are expected to be used in the
future to support the commercial launch of its products currently under development. Until the commercial viability of
such products has been demonstrated and the necessary regulatory approvals received, the company will continue to
charge all such amounts to research and development expense. . T g

1 b . . . ' .
. Research and development - , o ‘ R o

Reseatch and development expenses include personnel and facility-related expenses, outside contracted services
including clinical trial eosts manufacturing and process development costs, research costs and other consulting services.
Research and deve]opment costs are expensed as incurred. ‘ 7 o -

1 P

" Clinical developmlent costs are a significant'component of research and development expenses. The company has a
hrstory of contracting, with third parties that perform various clinical trial activities on its behalf in the ongoing
development of its product candidates. The financial terms of these contracts are subject to negotiations and may vary
from contract to contract and may result in uneven payment flow. The company accrues and expenses costs for clinical
trial activities performed by third parties based upon estimates.of the percentage of work completed over the life of the
individual study in acc'ordance with agreements established with contract research organizations and clinical tnal srtes
The company determmres its esttmates through discussions with mtemal clinical, personnel and outside service provnders
to the progress or stage of comp]etton of trials or services and the agreed upon fee to be pald for such services.

"o, t’
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Income taxes .

The company provides for income taxes using the liabiliiy method. This method requires that deferred tax assets
and liabilities are recognized for the expected future tax consequences of temporary differences between the tax bases
of assets*and liabilities and,their financial statement reported amounts. Valuation allowances are established when
necessary to reduce deferred tax assets to the amounts expected to be realized.

g

Fair value of ﬁnanc:at instruments '\ oo

The carrying value ‘of.- the company’s financial instruments including cash and . ,cash equlvalents marketable
securities, accounts payable and accrued llabllmes approximate fair value due to their shon matunues

'
oy .

Accounting for share- based compensation ' SR

In Décember 2004, ‘the FASB issued- Staterment of Financial Accounting Standards- 123R (“SFAS 123R™),
Share-Based Payment — An Amendment of . FASB Statements No. 123 and 95. This revised standard addresses the
accounting for share-based payment transactions in which a company receives employée services in exchange for either
equity instruments of the company or liabilities that are based on the fair value of the company’s equity instruments or that
may be ﬁettled by the i 1ssuance of such eqmty mstruments Under the new standa.rd compa.mes are no longer able to account
for share-based compensatlorl transacuons usmg the intrinsic-value method in accordance wnth Accounting Prmc1ples
Board Opm1on No. 25, Accounrmg for Srock Issued to Employees ("APB 257). Instead compames are required to account
for such Lransactlons usmg a fmr-value method and recognize the expense in the statement of operatlons

The company adopted SFAS 123R effectwe begmnmg July 1, 2005 usmg the modified prospectlve application
transition method. The modified prospectlve application transition method requires that companies recognize
compensation expense on new share- based payment awards and exlstmg share-based payment awards that, are modified,
repurchased, or cancelled after the effective date. Additionally, compensauon cost of the pomon of awards of which the
requisite service has not been rendered that are outstanding as of the July 1, 2005 shall be recognized as the requisite

service is rendered. The effect of recording share-based compensauon was as follows AR R
. o L . RO (I
. AR ' , e . Year Ended ’
, ‘ 't June 30, 2006
Net effect ori net'loss.. ... ... e L P e AR $(6,264,000)
Net effect on basic and diluted net loss pershare.................... ,. ot -$ (0.31)
The following table illustrates the.effect on net loss per common share if the company had applled the fair value
recogmlmn prov1s;ons 'of SFAS No. '123R in the years ended June 30, 2005 and 2004. ": . ) e
T ' Year Ended June 30, - !
[ ' . . ]
Net loss| as repbl‘ted S S P v S ’$(3l.048,000)' N 6029,165,000)
i v, o } . . w T
Employee phare—based compensatnon using . e e
the fair value based method ...... . . (8;217‘,000)“".‘.41 ’ T (1,721,000,

' Pro forma net 1085+« veee e e $(39,265.000)., ,. , -$(36.886,000)
_ . Basic and diluted net loss - . ‘ . R
. .. per share as reported ..... e e ' $ (s . .3 (1.71), .

. Proformaba_sncand YU . . ' S Sy
1+ .4 diluted net'loss pershare. ;. .. ..o Ll S DTN ¢ ) R 2.16) .

The fair value of each stock option is estimated on the date of grant using the Black-Scholes valuation model using
the assumptions noted in the following table. Expected volatility is based on historical volatility data of the company’s
stock. The expected term of stock options granted is based on historical data and represents the period of time that stock
options are expected to be outstanding. The expected term is calculated for and applied to one group of stock options as
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|
|
the company does not e)lcpect substantially different exercise or post-vesting termination behavior amongst its employee
population, The risk-free rate of the stock options is based on the United States Treasury rate in effect at the time of grant.

4o : Year Ended June 30,
' Coe .o : 2006 - 2005 2004

Stock option plans ?

Expected dmdend yield................... 0% _ 0% . 0%

Expected stock price volatility. . ............ 79% 5% 86%

Risk free interest rate. ... ................. ) 4.90% 3.72% 3.61%

Expectedhfe(years).:l_.'...............'... ' 498 ¢ '5.06 5.14
Employee stock purchase plan

Expected dlv:dend yield..........ooLL 0% ' 0% 0%

- Expected stock price volatility. ....... e A 54% T % 82%

Risk free mterest e, e . 442% . . _1.90% 2.02%

Expected llfe (years) .. ...... e, 2.00 © 2,00 2.00 .

The weighted average cstlmated grant date fair value, as defined by SFAS 123, for options granted under the
company’s stock option plans during fiscal 2006, 2005 and 2004 was $3.03, $5.16 and $6.66 per share, respectively.
The weighted average estimated grant date fair value of purchase awards under the company’s employee stock purchase
plan during ﬁscal 2006, 2005 and 2004 was $3.30, $3.32 and $5.72 per share, respectxvely

As of June 30, 2006 $8 090000 of total unrecogmzed compensatlon costs’ related to non-vested optlons are
scheduled to be recognlnzed over a welghted average period of 1.66 years and $514,000 of total unrecognized
compensation costs related to purchase awards under the company’s employee stock purchase plan are scheduled to be
recognized over a welghted average period of 0. 67 years. There were no capitalized share-based compensauon costs at

June 30, 2006 j . i

The company accounts for equity instruments issued to non-employees for goods or services in accordance with
the provisions of SFAS No 123 and'Emergmg Task Force Issue No. 96-18, Accounting for Equity Instruments That Are
Issued to Other Than Emp!ayees for Acquiring, or in Conjunction with Selling, Goods or Services (“EITF 96-18").
Accordingly, as these 1nsm.1ments vest the company is required to remeasure the fair value of the equity instruments at
each reporting period pnlor to vesting and then finally at the vesting date of the equity instruments.

Recent Accounting Pmnouncements

In June 2005, the FASB 1ssued Statement of Financial Accounting Standard No. 154, Accounting Changes and
Error Corrections, (“SFAS 154™). SFAS 154 replaces Accounting Principle Bulletin No. 20 (“APB-20"), and Statement
of Financial AccountmgnStandard No 3, Reporting Accounting Changes in Interim Financial Statements (“SFAS 37),
and applies to all‘voluntary changes in accounting principle, and changes the requirements for accounting for and
reporting of a change in accountmg pnncnple APB 20 previously required that most voluntary changes in accounting
principle be recognized by including in net income of the period of change a cumulative effect of changing to the new
accounting principle, whereas SFAS 154 requires retrospective appllcatlon to prior penods financial statements of a
voluntary change in accountmg pnnclple unless it is impracticable. SFAS 154 enhances the consistency of financial
information between perlods SFAS'154 is effective for fiscal years beginning after December 15, 2005. Our adoption
of SFAS 154 is fot expected to have a material impact on our results of operations or financial position.-

In July 20006, the FASB issued FASB Interpretation No. 48, Accounting for Uncerm:my in Income Taxes (FIN 48),
which, among other thmgs requires app]ymg a “more likely than not” threshold to the recognition and derecognition of
tax positions. The provnsuons of FIN'48 will be effective for us on July 1, 2007. We are currently evaluating the impact
of adopting FIN 48 on the financial Statements, but we do not expect its adoption to have a significant transition effect.

' i . ' ‘.
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Note 2 — Agreements:

Unive'rfsity of Texas License. The company has entered into a-license agreement with the University of Texas under
which it received the, exclusive worldwide rights to develop and commercialize porphyrins, expanded porphyrins and
other porphyrin-like substances covered by;their patents. The company has made payments, under the license, to the

. University .of Texas of- $50,000 in each,of the years ended June 30, 2005 ;and 2004, respectively, and cumulative
- payments of $300,000 from the inception of the license. No payments are due after fiscal 2005. <

Celera Genomics.In Aprll 2006, the company acquired multiple small molecule drug candidates for the treatment
.of cancer and other discases from Celera Genomics, an Applera Corporation business. Under the terms of the agreement,
the company acquired Celera technology and intellectual property relating to drugs .that target histone deacetylase
- (HDAC) enzymes, selective HDAC enzymes, a Factor VIIa inhibitor targeting a tumor signaling pathway involved in
angiogenesis, tumor growth and metastases, and B-cell associated tyrosine kinase inhibitors potentially useful for the
treatment of lymphomas and autoimmune diseases. The HDAC drug candidate is in a Phase 1 clinical trial the other drug
candtdates are in pre-cllmcal development Future milestone payments under the agreement could total as much as $144
million, although the ‘company cun:ently can not predict if or when any of the milestones will be achieved. In addition,
Celera will, also be entitled to royalty payments in the mid- to htgh smgle digits based on annual sales of any dmgs

commercwhzed from these | programs
ot e ool s N

. o Total con51derat10n pald was $6 647, 000 which con51sted of 1 ,000, 000 shares of the company’s common stock,
$2,000,000 of cash and $147,000 of transaction costs. The company recorded an expense of $6,647,000 related to the
consu:leratlon for the acquired drug candidates which had not yet reached technological feasibility and had no altemmative
, future use due to the early stage of development and the significant regulatory requirements remaining, "
N - - . . Lt

_Note 30— Balance Sheet Components . . . Lo

Property and equlpment consists of the followmg (m thousands)

ML Be B A . M Y
phoeih T ! T : - .+ June 30,
AT - RICTH S 2006 - 2008
EQUIPIMENt .. ... ...ttt eiieneennnnnn. $ 7,121 $ 7,042
Leasehold improvements. . ................... 2,976 2,976
. Furniture and fixtures. . .. .................... 864 864
‘« 'b - ""‘. el I‘l R LA S . - . " T ! ]0,961 10,882
Lt ' ANl Less accumulated deprecmuon and amortization. ! - (10,197) ’ (9,998)
ihr."“"}r" "J‘n--- T , + . ‘;—" . : . g -!764 ’ l“;E‘ 884
(8 ‘i [ S T -t . 3 ' ;
“yeh NACCI‘US‘d liabilitles consist of the following (in thousands): ) S
?‘i‘;l' 4 o« 4. Lo ~ -.' I : : - . ! R June 30’
PP e 5 - SR K e 2006 2005
AR - A © ) —_
P . ... Employee compensation .., ..... PR s . $ 1431 $ 1,358
e .chet'._{:...._,,;....'.......,_..f.,..‘.:..,..l ______ o —
T e g DT $.1431, .. $1358

Note 4 —_ Stockholders’ Equlty.

T . - .
¥ ak et et . . N ¥

Common stock + o

L)

~In February 2004, the company ﬁled a registration statement on'Form S-3 to offer and sell, from time to time,
equity, | debt securities and warrants in one or more offerings up to a total dollar amount of $100,000,000. In April 2004,
the company sold 3.2 ‘million shares of common stock at a price of $13.00 per share in an underwritten public offering
".pursuant to this reg1stratton statement. The company recelved ‘approximately $39 350,000 in net proceeds from the
1ssuance of the 3. 2 million shares.

FLLoarLa dm o e .,
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Preferred stock | 1
!

~ As amended, the company’s Certificate of Incorporation authorizes 1,000,000 shares of preferred stock, par value
$0.0001 per share. The Board of Directors is authorized to issue the preferred-stock in one ‘or more series and to fix the
rights, preferences, pnvrleges and restrictions thereof, including dividend rights, dividend rates, conversion rights, voting
rights, terms of redemption, redernptron prices, liquidation preferences and the number of shares constituting any series

[T

or the designation of such series, without further vote or action by the stockholders. ot

.-’, (IS B

The ability of the company’s Board of Directors to issue shares of prefered stock w1thout stockholder approval
may have certain anti-takeover effects. The company is also subject to prov151ons of the Delaware General Corporation

Law, which may make certain- busmess combinations more d1fﬂcult e vV DR

1v AR B
f

Shareholder rights. plan ; . : B R R

In April 1997, the Board of Dlrectors approved a shareholder nghts plan (the “P]an“) under whlch stockholders of
record on May 1, 1997 received a right to purchase (a “nght”) one one-hundredth of, a share of Serres A. Jumor
Participating Preferred Stock par va.lue $.001 per share (the “Series A Preferred Stock”) at an exerc1se price of $125
per one one-hundredth pf a share, subject to adjustment. The Rights will separate from the common stock and Rights
certificates will be issued and will become exercisable upon the earlier of (i) 10 business days followmg a public
announcement that a person or group of affiliated or associated persons has acquired, or obtained the right to:acquire,
beneficial ownership of15% or more of the company’s outstanding common stock or (ii} 10 business days or ‘'such later
date as may be determined by a majority of the Board ‘of Directors following the commencement of, or- announcement
of, an intention to make a tender offer or exchange offer, the consummation of which would result in’the beneficial.
ownership by a person or group of 15% or more of the outstanding common stock of the company. The Rights expire at
the close of business on April 30, 2007. The company has designated 120,000 shares of its-preferred stock as Seriés'A .
Junior Participating Preferred Stock in connection with this Plan. In December 2001, the Board of Directors approved
an amendment to the Plan so that cach Right entitles the holder to purchase one one-thousandth of a share of Series A
Preferred Stock at a- pnce of $125! per one one-thousandth of a share, subject to adjustment. On August 7, 2006, the
Board of Directors approved an amendment to the Plan to accelerate the expiration date to August 18, 2006, effectlvely
terminating the Plan as lof that date, ,

Stock plans , : L
2004 Equity Incen;nve Award lPian In December 2004, stockholders approved the 2004 Equtty Incenuve Award
Plan (the “2004 Plan™) as a replacement for both the company’s 1995 Stock Option Plan {(the “1995 Plan™) and the 1995
Non-Employee D1rectot's Stock Optton Plan (the “Directors Plan™). The adoption of the 2004 Plan included an increase
of 600,000 in the number of shares avallable for issuance over the remaining shares available for 1ssuance’under the 1995
Plan and Directors Plah In December 2005, the stockholders approved an increase of 1,000,000 shares-available for’
issuance under the 2004 Plan. The 2004 Plan provides for the issuance of various types of equity awards, such as
incentive stock opnonsL nonstatutory stock options stock, restricted stock, stock appreciation rights and performance
shares. The exercise pnlce of all stock options granted under the 2004 Plan may not be less that the fair market value of .
the company’s common stock on the date of grant and no stock option will be exercisable more than'ten years after the
date it is granted. Stock options for employees and consultants typically vest over four years. Non-émployee Directors
receive annual, automattc, non—drscreuonary grants of nonqualified stock options. Each new non-employee Director
receives an option to purchase 10,000 shares as of the date he or she first becomes a Director. This option grant \ vests in
equal annual mstallments over five years. In addition, on the date of each annual meeting, each individual're- -elected as
a non-employee Director will receive an automatic option grant to purchase an additional 7,500 shares of common stock,
prov1ded such mdwrdual has served as a Director for at least six months prior to the date of grant. This option’ grant vests
in equal monthly 1nstallments ovet, twelve months following the date of grant. | -, .13 " '

1995 Stock Opnon Plan. The company ’s 1995 Plan was adopted by ‘the Board of Dtrectors in August 1995.
Options issued urider the 1995 P]an can, at the discretion of the plan administrator, be either incentive stock opttons or_
nonqualified stock optrons In December 2003, the stockholders approved amendments to the 1995 Plan (i) such that
the exercise price of all stock options must be at least equal to the fair value of Pharmacychcs common stock on the
date of grant and (ii) that increased the total number of authorized shares under the plan to 5,345,724 shares of common

i
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stock. Generally, shares subject to options,under the 1995 Plan vest over a four or five year period and are exercisable
for a period of ten years. In December 2004, the remaining shares available for future grant under the 1995 Plan were
transferred to the 2004 Plan. -Additionally, if options granted under the 1995 Plan expire or otherwise terminate without
being exercrsed the shares of common stock reserved for such options again become available for future grant under
the 2004 P]an

1995 Non-Employee Directors Stock-Option Plan. The company’s Directors Plan was adopted by the Board of
Directors on August 2, 1995 and provides for issuance of common stock to non-employee Directors pursuant to a
predeterminéd formula. The exercise price of options granted under the Directors Plan must be at Jeast equal to the fair
value of Pharmacyclics’ common stock on the date of grant. Each individual first elected or appointed as a non-employee
Board member will automatically be granted, on the date of such election or appointment, a non-statutory option to
purchase. 10,000 shares of common stock vesting over five years. In addmon on the date of each annual stockholders’
meeting each individual who is to continue 1o serve as a non- employee Board member after that annual meelmg and has
been a member of the Board for at least six months will automancally be granted a non-statutory option to purchase
5,000 shares of common stock. A total of 271 667 shares of common stock have been reserved for i lssuance under the
Directors ‘Plan, In December 2004, the remaining shares available for futire grant under “the Dnrectors Plan were
transferred to the 2004 Plan. Additionally, if options granted under the Directors Plan expire or othérwisc terminate
without being exercised, the shares of common stock reserved for such optlons agam become avallablc for future grant
under the 2004 Plan. -

1" \ . Lo
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The followmg table summarizes thc company ’s stock option activity (m lhousands except per share amounts):
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} _i‘ " ‘l ) " - . Options Outstanding
P ': v ' ' Weighted
f Average |
| ! Shares Exercise
| S, 1 + Available, . Price Per
. i T for Grant Number . Share
Authorizcd....‘...:n..!.‘."’....-’....'..;.;..r ..... ‘ « 1,000 C— $ —
Granted .. .. .. %" © (480) 480 g 0.19
Balance at June 30, 1993 ....... TR - 520 480 0.19
Exercised . ......0.L o vl — (324) 012
Granted R RN SR L " (167 167 2.22
* Forfeited ot Fxpi'red‘. R T PO '8 8) 0.11
" _Balance at June 30, 1994, ST 36] 315 1.37
Exercised . ,....... e —_ aG» 0.24
Granted ... s a93) 193 375
' Forfeited or expired... .. .oooiiiiinn 38 (38) . 182
Balance at Jll.me 30,1995, .. ... e e 206 431 2.50
Authorized | ... . ... o 485 —
Exercised . .l......... e — 92) 3.09
Granted ............. U . (492) 492 10.03
Forfeited or !expired. LR TR 11 (11) 6.11
Balance at Jiune 30, 1996. .. ................. 210 820 9.20
Authorized . ..... ... b 842 —
Exercised ..!......... b —_ (96) 2.74
Granted ... .o e (569) 569 16.69
Forfeited orexpired. . ...................... 31 (31) 12.21
Balance at June 30, 1997 .................... 514 1,262 11.58
Authorized J......... e 602 —
Exercised . } ......... . —_ (89) 6.57
Granted ...0......... e (577 577 25.33
Forfeited or ’explred ........................ 158 (158) 15.41
Balance at June 30, 1998 .................... 697 1,592 16.43
Authorized .. . ... ... b 524 —
Exercised. |......... e e —_ (75) 5.10
Granted E ......... 5 ..................... ©71) 671 19.25
Forfeited or‘expired ........................ 221 (221) 20.37
Balance at June 30, 199b .................... 771 1,967 17.38
Authorized.......... e 681 —
Exercised. }......... L — (103) 13.88
Granted .. 1........ e (723) 723 . 56.97
Forfeited orlexplred. e 53 (53) 23.38
Balance at June 30,2000 ................... 782 2,534 28.70
Authorized.......... TR 811 —_
Exercised . : ......... e ettt — (94) 16.17
Granted ............ berer e (947) 947 36.80
Forfeited or[expired .. i ..................... 114 (114) 45.70
Balance at J;une 30, 200}1 .................... 760 3,273 20.78
' |




Tabie Continued From Previous Page

Options Outstanding

Weighted
Average
Shares . -- Exercise
Available . o Price Per
. for Grant .,  Number Share
Authorized. .. ....... e ' 747 — T .
Exercised .. ....ooviiii e — (13) . 1393
Granted . ... e : (1,634) 1,634 - 876
Forfeitedorexpired. . ...................... . 625 (625) Y 27.83
Balance at June 30,2002, ................... 498 4,269 ’21.82
Authorized............. e ' 162 " . —
Exercised ..., —_ 3 1.03
Granted .. .......... e (749) 749 ~4.35 ¢
Forfeited or explred. R P §37 (837) 25.30
Balance at June 30,2003, ................. . 748 4,178 "18.03
Authorized. . .................. e 162 — o
Exercised ...........0.. 0ol — (181)-: 4.9]
_ Granted ............ e B (532) 532 9.53
' Forfeued or explred. e, ' 296 : (296) 2855
Balance at June 30, 2004. . ... ... e f674 4,233 16.78
Authorized. . ......... ... ... ..o, 700 — ’
- Exercised . ...:...... e ‘ — © (6l) 446
Granted . ........ i, T ".(814) . - 814 8.08
Forfeited orexpired. . ................. P 2000 (2000 ¢ - 18:19
Balance at June 30, 2005............. L 760 4,786 15400 -
Authorized................ P Vol C 11,0000 _ '
Exercised . .....oovuuiviriiiiiiiaea ' — asn 102
Granted ,........ooiiiiiii i, (1,351) 1,351 | 4.58
Forfeited orexpired........................ 679 ‘ 679" "7 12.85
" Balance at June 30, 2006 ......... R : 1,088 - 5267 267 10 . 13.26

- The tota] intrinsic value of stock optlons exercised during the years ended June 30 2006 2005 and 2004 were
$374,000, $387,000 and $899,000, respectwely No income tax benefits were realized by the company in the years ended
June 30, 2006, 2005 or 2004,
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- A summary of outstanding and vested stock options as of June 30, 2006 is as follows:
) Options Qutstanding Options Vested
f Weighted Weighted Weighted
Average Average Average
. Number | Remaining Exercise Aggregate Number Exercise Aggregate
. Range of of Contractual Price Intrinsie of Price Intrinsic
__Exercise Prices ' | Shares Life Per Share Value Shares Per Share:  Value
$322-8$362...| 78118 7.04 $ 349 74,876 $ 350
] $ 416-8 4.16... |1,197,950 9.90 4.16 21,639 4.16
$425-% 447 ... | 818,763 6.55 4.39 708,368 4.37
! $450-% 739... | 633,257 6.22 6.96 583,495 7.04
$ 743-8 776 ... | 526,994 8.93 7.76 172,523 775
$ 8.20-815.75... | 535634 6.72 11.77 363,125 1217
$16.00 - $23.75 ... | 555,691 3.28 18.87 554,550 18.88
$24.19 - $38.13 ... t 536,200 3.85 211 533,900 27.75
$38.25-%72.63 ... i 347,895 4.16 51.64 347,895 51.64
$78.13-8%78.13 ... 36,300 3.67 78.13 " 36,300 7813
5,266,802 6.74 $13.26 $ 28705 3,396,671 1749  § 27,229
The company ha}d outstandil?g exercisable options to purchase 4,835,821, 4,436,153, and 3,905,129 shares of
common stock with a weighted average exercise price of $13.94, $16.05, and $17.63 at June 30, 2006, 2005 and 2004,

respectively. ! |

Employee Stock Purchase P[an The company adopted an Employee Stock Purchase Plan (the “Purchase Plan”) in
August 1995, Quallﬁed employees may elect to have a certain percentage of their salary withheld to purchase shares of
the company’s common stock under the Purchase Plan. The purchase price per share is equal to 85% of the fair market
value of the stock on specified dates. Sales under the Purchase Plan in fiscal 2006, 2005 and 2004 were 82,851, 90,704,
and 36,680 shares of, common stock at an average price of $4.73, $5.24, and $4.90 per share, respectively. Shares
available for future pl;rchase undelr the Purchase Plan are 119,138 at June 30, 2006.

Note 5 — Employee ;Ben'eﬁt Plan:

The company m:lamtams a deﬁned contribution plan covering substantially all employees under Section 401(k) of
the Internal Revenue Code The company ’s matching contribution to the plan was $185,000, $151,000, and $133,000 for
the years ended June 30 2006, 2005 and 2004, respecnvcly, and $705,000 for the pericd from inception (April 19, 1991)
through June 30, 2006.




Note 6 — Income Taxes:

Deferred tax assets are summarized as follows {in thousands): ., \ o
‘ ! SRN ' BRI June 30,
el S :

__2006_ __2005
Net operating loss carryforwards. . ..................... $ 99,630 $ 87,175
Tax credit carryforwards ................. Ll 14,086 13,099
Capitalized start-upand R&Dcosts .................... 5,019 5,979
Depreciation and amortization. ............... e 3,676 - ‘1,438
Share-based compensation. . ........... ... ... ... - L5100 - LS =
Reserves and accruals . . ... S A 322 : 7
Gross deferred tax assets ... ... . e R 124,243 ' 107,698
Less valuation allowance . .. ..., ........... P (124,243) (107,698)
Net deferred tax assets........ S R B W3 — $ —

. A full valuation allowance has been establlshed for the company ’s deferred tax assets at June 30, 2006 and 2005
smce reallzauon of such assets,through the generatlon of future taxable income is uncertain, The change in the valuation
allowance was approximately $16,545,000, $14,046, 000 and $9, 128 000 for the years ended June 30, 2006, 2005 and
2004, respecuvely - . e e .

The provision for income taxes differs from the amount determined by applying the U.S. statutory income tax rate
to the loss before income taxes as summarized below (in thousands): - )
| ' . Year Ended June 30,
2006 2005 2004
Tax benefit at statutory rate, ... .............. $ 16,511 $ 12,367 $ 11,618
Research and development credits ......... S 978 1,485 1,193
Deferred tax assets not benefited .. ......... . (15,457) (14,059) (10,743)
State NOL disallowed/expired. ............... . (1,088) — (2,075) "
Share-based compensation ............... .. (970) — — ’
Other ........ iy T 26 207 7
¢ 1 : $ — $ _ _— ==$ — e

At June:30, 2006, the company had federal and state net operating loss carryforwards of approximately $277.0
million and $93.2 miltion, respectively. The federal and state net operating loss carryforwards will begin to expire in
2007. Federat and state tax credit carryforwards of $9.4 million and $6.8 million, respectively, are available to offset
future taxable income. The federal tax credits will begin to explre in 2008. State research and development credits can
be carried forward indefinitely. .

Under the Tax Reform Act of 1986, the amounts of and the benefit from net operating losses and tax credit
carryforwards that can be carried forward may be impaired or limited in certain circumstances. These circumstances
include, but are not limited to, a cumulative stock ownership change of greater than 50%, as defined, over a three year
period. Such an annual limitation may result in the expiration of net operating losses before utilization.

L}
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Note 7 — Commitments°

The company leaseis its facility under a non-cancelable operating lease that expires in fiscal 2010 (based on a lease
amendment entered into on August 14 2006). See Note 9. Future minimum lease payments under the non-cancetable
operating leases are as follows (in thousands)

’ . Operating
| Lease
J Commitments
................................................. ' $ 960

2008.......... e P ‘ 915
2009....... L 946
2010....... YOUPUUI e et e e 487

$3.308

- Rent expense for the years ended June 30, 2006, 2005 and 2004 was $1,278,000, $1,226,000 and $1,531,000,
respectively, and $14, 159 000 for the period from inception (April 19, 1991) through June 30, 2006. Sublease income
was $0, $0 and $69, OOO for the years ended June 30, 2006, 2005 and 2004, respectively, and $924,000 from the period
from inception (April 19 1991) through June 30, 2006 The terms of the facility lease provide for rental payments on a
graduated scale. The company recogmzes rent expense on a straight-line basis over the lease period and has accrued for
rent expense incurred tl)ut not paid at June 30, 2006.

Note 8 — Quarterly Results (Unaudited)

The following t‘ao]e is in thousands, except per share amounts:
_ | _

i
|
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I
| l : Quarter Ended
‘ September 30, December 31, March31, June 30,
| . Fiscal 2006 j ‘ _
LOSS fTOM OPETALONS ..\ ...ecorerereasrrrerrsresessseencemeenssnee $(10,689) $(10,384) - $(7,842)  $(15,207)
Net loss :[ (10,201) (9,890) (1,375) (14,692)0
Basic and diluted net loss per sharle ........................ : $ (05D $ (0.50) $ (0.37) $ (0.73)
Shares used in computation of basic - o
and diluted net lossT’ per share L. 19,830 19,87 8 19,90 4 19,944
(" The net loss for the quarter endefi June 30, 2006, inctudes $6,647,000 of purchased in- process research and development
expense relating to the acquisition of multiple small molecule drug candidates from Celera Genomics.
!
} . Quarter Ended
l ' September 30, December 31, March 31,  June 30,
i
Fiscal 2005 ; , . '
Loss from operations! ................................................ $ (72,730 $ (8,229 $(8,425) $ (8.478)
NEEIOSS ovvssneeererrrebeseversessssenere i ............................. (7,303) (7,787) (7,956) (8,002)
Basic and diluted ne{ loss per share ...........cocecemcun. $ 037N $ (0.40) $ (0.40) % (0.40)
Shares used in complutation of basic
and diluted net los_s per share Feeeeeeeeeeees s 19,649 19,707 19,743 19,779
i
i
| d
|

|
a




Note 9 — Subsequent Events

On August 7, 2006, the Board of Directors approved the termination of the company’s stockholder rights plan,
which was originally scheduled to expire on April 30, 2007. The stockholder rights plan has been amended to accelerate
the expiration date to August 18, 2006, effectively terminating the plan as of that date. ,

On August 14, 2006, the company entered into a lease amendment for its facility that extended the expiration of the
lease from December 31, 2007 to December 31, 2009.

On August 21, 2006, the company entered into a common stock purchase agreement with Azimuth Opportunity
Ltd., which provides that, upon the terms and subject to the conditions set forth in the purchase agreement, Azimuth is
committed to purchase, at the company’s discretion, up to $20.0 million of the'company’s common stock, or 4,189,337
shares, whichever occurs first, at a discount of 5% to 7%, to be determined based on the company’s market capitalization
at the start of each sale period. The term of the purchase agreement is 18 months. Upon each sale of the company’s
common stock to Azimuth under the purchase agreement, the company has also agreed to pay Reedland Capital Partners
a placement fee equal to one percent of the aggregate dollar amount of common stock purchased by Azimuth. Azimuth
is not required to purchase the company’s common - stock if the price of the company’s commen stock falls, below
$3.00 per share. _ . o ‘ :
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Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure

" Not Applicable. o RO ‘ R oo '

- aod T . [ - Lo
Item 9A. Controls and Procedures © +

(a) Evaluation of Pisclosure Controls and Procedures: We maintain disclosure controls and procedures that are
designed to ensure thalt information required to be disclosed in our Exchange' Act reporis is recorded, processed,
summarized and reported within the time periods specified in the Securities and Exchange Commission’s rules and
forms and that such mformauon is accumulated and communicated to our management mcludmg our Chief Executive
Officer and 'Chief Fmanclal Officer, as. appropnate to allow for timely decisions regarding required disclosure. In
demgmng :md evalualmg the dlsclosure comrols and procedures, management recognizes that any controls and
procedures no- matter how well designed and operated, can provide only reasonable assurance of achieving the desired
control ObjecllVES and i m reaching a reasonable level of assurance, management is required to apply its Judgmem in

© evaluating the cosl -benefit relationship of posmble controls and procedures.

' As of June 30, 2006, the end of the period covered by this report, we carried out an evaluation, under the supervision
and with the panicipatidn of our management, including our Chief Executive Officer and our Chief Financial Officer, of
the effectiveness of the'deelgn and operation of our disclosure controls and procedures. Based on the foregoing, our
Chief Executive Officer and Chief Financial Officer concluded that our disclosure controls and procedures were effective
at the reasonable assura{ncc level. :

{b) Management ’s!Annual Report on Internal Control Over Financial Reporting: Our management is responsible
for establishing and maintaining adequate internal control over financial reporting, as such term is defined in Exchange
Act Rules 13a-15(f) anq 15d-15(f). Under the supervision and with the participation of our management, including our
Chief Executive Officer and Chief Financial Officer, we conducted an evaluation of the effectiveness of our internal
control over financial reborting as of June 30, 2006 based on the framework in Internal Control — Integrated Framework
issued by the Commmee of Sponsoring Organizations of the Treadway Commission (COSO). Based on that evaluation,
our management concluded that our internal control over financial reporting was effective as of June 30, 2006.

Management’s assessmem of the effectiveness of our internal control over financial reporting as of June 30, 2006

. has been audited by PnccwaterhouﬂeCoopers LLP, an independent registered public accounting firm, as stated in their

report which is mcludeq on page 45 of this Annual Report on Form 10-K

. I ) . . . . -
(c) Changes in Internal Control Over Financial Reporting: There has been no change in the company’s internal
control over financial rleporting during the company’s most recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the company’s internal control over financial reporting.

Item 9B. Other Information :

None.

o ———m— . —
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PART 111

Item 10. Directors and Executive Officers of the Registrant . ) - . ) .

Certain information required by this Item 10 is hereby incorporated by reference from the information under (i) the
captmn “Election of Directors™ and (ii) under the caption “Section l6(a) Beneficial Ownership Reportmg Compliance”
contained in the company’s Definitive Proxy Statement to be filed with the Sécurities and Exchange Commission no later
than 120 days from the end of the Company’s last fiscal year. e 3t e

s Lo N " ' . T TP
Item  11. 'Executive Compensation w
“y e ¢ ‘.

The information required by this Item 11 is incorporated by reference from the information under the caption
“Executive Compensation and Other Information” in the Definitive Proxy Statement.

Item 12. Security Ownershipl af Certain Ber;eﬁcial Owners and Management and Related
Stockholder Matters

The information required by this ltem 12 with respect to stock ownership of certain beneficial owners and manage-
ment s incorporated by reference from the information under the capuon “Stock Ownership of Management ancl Certain
Beneficial Owners” in the Definitive Proxy Statement. ' -

item 13 Certam Relationships and Related Transactmns R . o ,..-'

The information required by this Item .13 is incorporated by reference from the information under the caption
“Certain Relauonshnps and Related Transactions” in the Definitive Proxy Statement

Item 14. PnnctpalAccountanr Fees and Services . - - . .

The information requlred by this Item 14 is mcorporated by reference from the mformatlon m the Deﬁnmve
Proxy Statement PR T ' vt

PR ' 0 - - T g
'
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PART IV

Item

15. Exhibits and Financial Statement Schedules

(@l Financial Statements L

* See Indéx to Financial Statements under Item & on page 41

f
(a) 2. Financial Statement Schedules

All schedules are omitted because they are not applicable or are not required or the information required
to be set forth therein is included in the Financial Statements or notes thereto.

(a) 3. Exhiblts

Exhibit

The foll;owing documents are incorporated by reference or included in this report.

1

Number Deseript |

3.1
3.2
33
34
35
4.1
4.2

4.3%*

4.4

10.6*
10.7*

10.8*

Amended and;Restated Certificate of Incorporation of the Company (Incorporated by reference to Exhibit of
the same number to Form 8-A12G/A filed on May 21, 2002).

Amended andIRestatcd Bylaws of the Company (Incorporated by reference to Exhibit of the same number to
the Quarterly Report on Form 10-Q for the quarter ended December 31, 2001).

Amendment to the Amended and Restated Bylaws of the Company (Incorporated by reference to Exhibit 3.1
to the Periodic Report on Form 8-K filed on August 9, 2006).

Form of Amerilded and Restated Certificate of Designation of Series A Junior Participating Preferred Stock of
the Company (Incorporated by reference to Exhibit 3.2 to Form 8-A12G/ filed on May 21, 2002).

Certificate of Elimination of the Certificate of Designation of Series A Junior Participating Preferred Stock of
Pharmacyclics, Inc.

Amended and!Restated Rights Agreement, dated as of February 15, 2002 (Incorporated by reference to Exhibit
3.2 to Form 8TA12GIA filed on May 21, 2002).

Specimen Ce}ﬁﬁcale of the Company’s Common Stock (Incorporated by reference to Exhibit 4.2 to the
Company’s Régislration Statement on Form §-1, Commission File No., 33-96048).

Stock Purchasc Agreement By and Between Pharmacyclics, Inc. and Applera Corporation dated April 7,
2006 (Incorporated by reference to Exhibit 4.3 to the Quarterly Report on Form 10-Q for the quarter ended
March 31, 2006)

Amendment to the Amended and Restated Rights Agreement, dated as of August 7, 2006, by and between
Pharmacychcs Inc. and Computershare Trust Company, N.A. (formerly EquiServe Trust Company, N.A.)
(Incorporated| by reference to Exhibit 4.1 to the Company’s Current Report on Form 8-K filed with the
Securities and Exchange Commission on August 11, 2006).

Patent Llcense Agreement entered into between the Company and The University of Texas, Austin entered into
on or about July 1, 1991 (Incorporated by reference to Exhibit 10.8 to the Company’s Registration Statement
on Form S-1, ’Comm1ssmn File No. 33-96048).

Patent License Agreement entered into between the Company and The University of Texas, Dallas dated as of
July 1, 1992, as amended by the Patent License Agreement dated May 27, 1993 (Incorporated by reference to
Exhibit 10.9 to the Company’s Registration Statement on Form S-1, Commission File No. 33-96048).

Patent Licens!e Agreement entered into between the Company and Stuart W. Young dated as of October 15, 1992
(Incorporated by reference to Exhibit 10.10 to the Company’s Registration Statement on Form §-1,
Commission File No. 33-96048).
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10.13+
10.14+
10.15+
10.16+
1022+
1023+
10.25+

10.26+

Lease Agreement entered into between the Company and New England Mutual Life Insurance Company dated as
of June 17, 1993, as amended on July 22, 1993, and as further amended on March 1, 1994 (Incorporated by refer-
ence to Exhibit 10.11 to the Company’s Reglstratlon Statement on Form S-1, Commission File No. 33-56048).

The Company’s 1995 Stock Option Plan (Incorporated by reference to Exhibit 991 to the Company's
Registration Statement on Form S8-8, Commission File No. 333-52881). - 4

The Company’s 1995 Non-Employee Directors’ Stock Option Plan (Incorporated by reference to Exhibit 99.7
to the Company’s Registration Statement on Form S-8, Commission File No. 33-98514).

The Company’s Employee Stock Purchase Plan as amended on June 3, 2005. i

‘Employmenl Agreement entered into between the Company and Richa'rd A. Miller, M.D. dated as of June 10,

1992 (Incorporated by reference to Exhibit 10.19 to the Company 5 Reglstrauon Statement on Form S-1,
Commission File No. 33-96048).

Form of Notice of Grant of Stock Option generally to be used under the 1995 Stock Option Pian (Incorporated by
reference to Exhibit 99.2 to the Company’s Registration Statement on Form S-8, Commission File No. 33-98514).

Form of Stock Option Agreement (Incorporated by reference to Exhibit 99. 3 to'the Company s Registration
Statement on Form S-8, Commission File No. 333-52881).

Form of Addendum to Stock Option Agreement (Special Tax Election) (lncorporated by reference to Exhibit
99:5 to the Company’s Registration Statement on Form S-§, Comm1551on Flle No. 33-98514).

Form of Addendum to Stock Option Agreement (Involuntary Termmanon following Change in Control)

** (Incorporated by reference to Exhibit 99.6 to the Company’s Registration Statement on Form S-8, Commission

1027+
l10.28_;|-
10.29+
10.30+
10.31+
10.35+
10.38+
1041+

10.44*

10.47*

File No. 33-98514).

Form of Notice of Grant of Automatic Stock Opticn (Initial Grant) (Incorporateo by reference to Exhibit 99.8
to the Company’s Registration Statement on Form S-8, Commission File ‘No. 133-98514).

Form of Notice of Grant of Automatic Stock Option (Annual Grant) (Incorporated by reference to Exhibit 99.9
to the Company’s Registration Statement on Form S-8, Commission File No. 33-98514).

Form of Non-Employee Director Stock Option Aéreemcnt (Incorporated by reference to Exhibit 99.10 to the
Company’s Registration Statement on Form S-8, Commlssmn File No. 33-98514).

Form of Employee Stock Purchase Plan Enrotlment/Change Form (Incorporated by reference to Exhibit 99 12
to the Company’s Registration Statement on Form 5-8, Commission File No. 33-98514).

Form of Stock Purchase Agreement (Incorporated by reference to Exhibit 99.13 to the Company’s Registration
Statement on Form S-8, Commission File No. 33-98514).

Form of Severance Agreement between the Company and certain executive officers (Incorporated by reference
to exhibit of the same number to the Quarterly report on Form 10-Q for the quarter ended September 30, 1997).

Employment Agreement, dated December 18, 1997, by and between the Company and Leiv Lea (Incorporated
by reference to Exhibit 10.38 to the Quarterly report on Form 10-Q for the guarter ended March 31, 1998).

Employment agreement, dated May 28, 1998, by and between the Company'and Hugo Madden (Incorporated
by reference to Exhibit 10.41 to the Annual Report on Form 10-K for the year ended June 30, 1998).

Master Development and Supply Agreement, dated March 20, 2000 'oy and between Cook Imaging
Corporation, D.B.A. Cook Pharmaceutical Solutions, and the Registrant (Incorporated by reference to Exhibit
10.1 to the Quarterly report on Form 10-Q for the quarter ended March 31, 2000).

Supply Agreement, dated December 11, 2000 by and between Dixie Chemical Company and the Registrant
(Incorporated by reference to Exhibit 10.1 to the Quarterly Report on Form 10-Q for the quarter ended
December 31, 2000). ‘
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10.49

10.50

10.51

10.53%

|

Supply Agreement -dated December 18, 2000 by and between Lonza, AG and the Registrant (Incorporated by
reference to Exhtbtt 10.2 to the Quarterly Report on Form 10-Q for'the quarter ended December 31, 2000).

Lease and Lease Termlnanon Agreement dated J une 14 200{) by and between the Registrant and Metropohtan
Life Insurance‘Company (Incorporated by reference to Exhibit 10. 49 to the Annual Report on Form 10-K for
the year ended|June 30, 2001). ' :

First Amendment to New Lease dated April 10, 2001 by and between the Registrant and Metropolitan Life
Insurance Company (Incorporated by reference to Exhibit 10.50 to the’Annuat Report on Form 10-K for the
year ended Jur?e 30, 2001) -~

Second Amendment to New Lease dated June 29, 2001 by and between the Regtstrant and Metropolitan Life
Insurance Company (Incorporated by reference to Exhibit 10 51 to the Annual Report on Form 10-K for the
year ended June 30, 2001).

Supply Agreement dated August 17, 2001 by and between EMS-Dottikon AG and the Reglstrant (Incorporated

!A. 1 e . - Ty

.. by reference 10 Exhibit 10.1 to the Quarterly Report on Form 10-Q for the quaner ended September 30, 2001).

10.54

10.55
10.56+

ff):S"!+

10.58+

10.59+

'10.60+

10.61

10.64%*

10.65

23.1
24.1
31.1

Third Amendment to.New Lease dated February 5, 2003 by and between the Registrant and Metropolitan Life
Insurance Company (Incorporated by reference to Exhibit 10.1 to the Quarterly Report on Form 10-Q) for the
quarter ended March 31, 2003).

Form of lndemmﬁcatton Agreement between the Company and its directors and executive officers (Incorporated
by reference t? Exhibit lO 55 to the Annual Report on Form 10-K for the year ended June 30, 2004).

Company s 2004 Equlty Incenttve Award Plan (the “2004 Pian™) (incorporated by reference Exhibit B to the
Company’s 2004 Definitive Proxy Statement on Schedule 14A ﬁled with the Securities and Exchange
Commtssron on 0ctober 26, 2004)

Form of Opnon Agreement for the. 2004 Plan (mcorporated by reference from Exhibit 99.1 Company’s Current
Report on Form 8-K filed with the Securities and Exchange Commnss:on on December 22, 2004).

Form of Non—'employee Director Optl()ll Agreement for the 2004 Plan (1ncorporated by reference from Exhlbrt
99.2 to the Company s Current Reporl on Form 8-K filed with the Securities Exchange Commission on
December 22| 2004) g ‘ ‘

Form of Amendment to Form of Notlce of Grant of Stock Option used under the Company’s 1995 Stock Option
Plan (the “1995 Plan™) (Incorporated by reference to Exhibit 10.5 to the quarterly Report on Form 10-Q for the
quarter ended December 31, 2004). '

Form of Non:Employee Directors Stock Option Election Option ‘Agreement used under the Company’s 1995
Plan (Incorporated by reference to Exhibit 10.6 t6 the Quarterly Report on Form 10-Q for the quarter ended
December 31, 2004). . . S . : .

-

~ First Amendrlnent To Patent Licensé Agreement entered into on or about July 1, 1991 by and between the
~ Company and the University of Texas System, Austin (Incorporated by reference to Exhibit 10.1 to the

Quarterly Report on Form 10-Q for the quarter ended March 31, 2005). . - o

i
Assignment Agreement By and Between. Pharmacyclics, Inc. .and Applera Corporation dated April 7, 2006
(lncorporated by reference to Exhibit 10.64 to the Quarterly Report on Form 10-Q for the quarter ended
March 31 2006)

Fourth. Amendment to New Lease dated August 14, 2006 by and between the Company and Metropolltan Life
Insurance Company (Incorporated by reference to Exhibit J10.5 to the Company’s Current Report on Form 8-K

filed with the Securities and Exchange Commission on August 17, 2006).

Consent of Independent Registered Public Accounttng Firm. ‘ L
Power of Attorney. (sce page 73) |

Section 302 ;Ceniﬁcation of CEO.
|
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312 Section 302 Certification of CFO. T
321 Section 906 Certifications of CEO and CFO.

¥

‘3 St

*  Confidential treatment has been granted as to certain portions of this agreement.

** Confidential treatment has been requested as to certain portions of this agreement.

+ Indicates a management conftract or compensatory plan or arrangement.

*
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SIGNATURES e

Pursuant to the rFqu1rements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, (the
“Exchange Act”) the reglstrant has duly caused this report to be signed on its behalf by the under51gned thereunto
. duly authorized.

Dated: September 11, 2006 Coe . . , O
PHARMACYCLICS, INC.:- L R

By: {s/ RICHARD A. MILLER, M.D.

Richard A. Miller, M.D."
President and Chief Executive Officer

POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes and appoints
jointly and severally, Rllchard A. Miller and Leiv Lea, or either of them as his or her true and lawful attorneys-in-fact and
agents, with full power of substitution and resubstitution, for him or her and in his or her.name, place and stead, in any and
all capacities, to sign any and all amendments (including post-effective amendments) to this Report on Form 10-K, and to
file the same, with all exhibits thereto, and other documents in connection therewith, with the Securities and Exchange
Commission, grammg unto said attomeys-in-fact and agents, and each of them, full power and authority to do and perform
each and every act and thing requisite and necessary to be done in connection therewith, as fully to all intents and purposes
as he might or could dé in person, hereby ratifying and confirming all that said attorneys-in-fact and agents, or any of them,
or their or his substitute or substitutes, may lawfully do or cause to be done by virtue hereof.

IN WITNESS WHEREOF, each of the undersigned has executed this Power of Attorney as of the date indicated.

Pursuant to the r?qu1rements of the Exchange Act, this report has been signed below by the following persons on
behalf of the Registrant and in the capac1txes and on the dates indicated.

Signature Title ' Date
’ |
/s RICHARD A. MILLER, M.D. President and Chief Executive September 11, 2006
Richard A. Miller, M.D. Officer and Director :
: (Principal Executive Officer)
/s/ LEIV LEA Vice President, Finance and September 11, 2006
Leiv Lea Administration and Chief

Financial Officer and Secretary
(Principal Financial and
Accounting Officer)

fs/ MILES R. GILBURNE Director September 11, 2006
Miles R. Gilburne ) :
/s{ LORETTA M. ITRI, M.D. Director September 11, 2006
_Loretta M. Itri, M.D.
/s JAMES L., KNIGHTON ' Director September 11, 2006
. James L. Knighton .
/s RICHARD M. LEVY, PH.D. Director - September 11, 2006
Richard M. Levy .
fs/ WILLIAM R. ROHN Director September L1, 2006
William R. Rohn
/s/ CRAIG C. TAYLOR Director o ~ September 11, 2006
' Craig C.E Taylor : ‘ '
/s/ CHRISTINE A. WHITE, M.D. Director ' September 11, 2006

Christine A. White, M.D.
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OFFICERS

Richard A. Miller, M.D.
President & Chief Executive Officer

Leiv Lea
Chief Financial Officer & Vice President,
Finance & Administration and Secretary

Gregory Hemmi, Ph.D.
Vice President,
Chemical Qperations

David Loury, Ph.D,
Vice President,
Preclinical Sciences

Hugo Madden, Ph.D.
Vice President, Technology Development

See-Chun Phan, M.D.
Vice President,
Clinical Research

Markus F. Renschler, M.D.
Senior Vice President,
Oncology Clinical Development

CORFPORATE DIRECTORY

BOARD OF DIRECTORS

Richard A. Miller, M.D.
President & Chief Executive Officer

Miles R. Gilburne
Managing Member
£ZG Ventures, LLC

Loretta M. Itri, M_D.

President, Pharmaceutical Development
& Chief Medical Officer

Genta Incorporated

James Knighton
President
AvidBiotics Corporation

Richard M. Levy, Ph.D.
Chairman of the Board
Varian Medical Systems, Inc.

William R. Rohn
Chief Operating Officer, Retired
Biogen Idec Inc.

Craig C. Taylor
Managing Member
Alloy Ventures

Christine A. White, M. D.

Sr. Vice President,

Global Medical Affairs, Retired
Biogen Idec

INDEPENDENT AUDITORS

PricewaterhouseCoopers LLP
10 Almaden Blvd., Suite 1600
San Jose. CA 95113

ANNUAL STOCKHOLDERS MEETING

Pharmacyclics' annual megting of
stockholders will be held at 12:00 p.m.,
on December 8, 2006, at the Sheraton
Palo Alto, 625 EI Camino Real,

Palo Alto, CA 94301

COMMON STOCK INFORMATION

At June 30, 2006, there were approximately
20,946,694 shares outstanding of Pharmacyclics
common stock. Pharmacyclics' stock is traded on
the NASDAQ Stock Market under the symbol:
PCYC

COMPANY CONTACTS

Leiv Lea

Chief Financial Officer & Vice President,
Finance & Administration and Secretary
{408) 774-0330

Jim Weiss )
Corporate Communications
{415) 946-1060

REGISTRAR AND TRANSFER AGENT

Computershare Investor Services

P.0.'Box 43023

Providence, Rl 02940-3023

Shareholder Inquiries: (877) 282-1169

Internet Address: hitp:iiwww.computershare.com

QUARTERLY REPORTING
AND OTHER INFORMATION

Pharmacyclics’ guarterty and annual reports, press
releases and other information regarding the
Company and its technology are available on the

interet: htip://www.phamacyclics.com

FORM 10-K

Additional copies of the Company's Form 10-K,
which is filed with the Securities and Exchange
Commission, are available upon request, free of
charge. Write to:

Investor Retations

Pharmacydlics, Inc.

995 E. Arques Ave.

Sunnyvale, CA 94085-4521

TH!S REPORT CONTAINS FORWARD-LOOKING STATEMETNS. THESE STATEMENTS RELATE TO FUTURE EVENTS SUCH AS OUR ANTICIPATED NDA FILING TIMEFRAME, TIMING OF INTIATION ANG RESULTS FROM OUR CLIN'CAL
TRIALS OR OUR FUTURE FINANCIAL PERFORMANCE. FORWARDHLOOKING STATEMENTS ARE ONLY PREDICTIONS THAT PROVIDE OUR CURRENT EXPECTATIONS OR FORECASTS OF FUTURE EVENTS. ANY OR ALL OUR
FORWARD-LOOKING STATEMENTS IN THIS REPORT AND IN ANY OTHER PUBLIC STATEMENTS ARE SUBVECT TC UNKNOWN RISKS, UNCERTAINITIES AMD OTHER FACTORS THAT MAY CAUSE OUR ACTUAL RESILTS,
PERFORMANCE OR ACHIEVEMENTS TC BE MATERIALLY DIFFERENT FROM ANY FUTURE RESULTS, PERFCRMANGE OR ACHIEVEMENTS EXPRESSED OR IMPLIED BY SUCH FORWARD-LOGKING STATEMERTS, WE UNDERTAKE NG
QBLIGATION TO PUBLICLY UPDATE ANY FORWARD-LOOYING STATEMENTS, WHETHER AS A RESULT OF NEW WRORIMATION, FUTURE EVENTS OR OTHERWASE. YOu! ARE ADMASED, HOWEVER 1O CONSULT THE DISCLOSURES WE
MAKE ON RELATED SUBJECTS IN OUR ANNUAL REPORT ON FORM 10-4 FOR THE YEAR ENDED JUNE 30, 2005, INCLUDING THE SECTION, "ITEM 1A - RISK FACTORS.” THESE ARE RISKS THAT WE THINK COULD CAUSE QUR ACTUAL
RESULTS TO DIFFER MATERIALLY FROM EXPECTED OR HISTORICAL RESULTS. PHARMACYCLICS®, XCYTRIN® AND THE ‘PENTADENTE” LOGC® ARE REGISTERED TRADEMARKS OF PRARMACYCLICS, INC. TEMADOR® IS A
REGISTERED TRADEMARK OF SCHERING CORPORATION. TAXOTERE® IS A REGISTERED TRADEMARK OF SANOFHAVENTIS.




